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Annual Meeting of 


The American Finance Association 


DECEMBER 28-30 
CHICAGO, ILLINOIS 
(Hotel Sheraton—formerly Continental Hotel) 


Our meeting will be in co-operation with the American Economic Association 
but we are planning to sponsor the following program of our own: 


Monday, December 29 
10:30 A.M. 


Subject: American Aid to Europe 
Chairman: J. S. Davis, Food Research Institute 


Papers: Aid of the United States to Europe Since V-J Day. 


E. Bernstein, Director of Research 
International Monetary Fund 


The Marshall Plan and Its Cost to the United States. 
S. E. Harris, Harvard University 


What Can Europe Do for Itself? 


Calvin Hoover, Duke University and member 
of the Harriman Committee 


M. Kalecki, Chief of Research, Economic Secretariat, 
United Nations. 


B. H. Beckhart, Chase National Bank, and Columbia 
University 


C. Kindieberger, State Department 
12:30 P.M. Luncheon Meeting—Address by Dr. Harry White 
Dollar Exchange and World Disequilibrium 
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THE IMPROVED INVESTMENT 
POSITION OF SAVINGS AND LOAN ASSOCIATIONS 


By NORMAN STRUNK 
Executive Secretary, Society of Residential Appraisers; Lecturer 
in Finance and Real Estate, Northestern University 


In the past ten years through 1946 the savings and loan business 
has grown to assume an important and well respected position in 
the finance field. The combined assets of savings and loan associa- 
tions at the end of 1946 totaled over $10,000,000,000. This repre- 
sents approximately $8,500,000,000 of the savings of American 
families which are invested in these institutions, $800,000,000 in 
reserves and $700,000,000 in other liabilities. Currently these 
institutions are doing 45 per cent of all the institutional home ~ 
financing in the country and thus far have made over half of all 
the “GI” home loans. 


Nature of the Savings and Loan Association 


From the “building and loan” associations of the 1920’s opera- 
ting withtypically part-time managements under not too well drawn 
laws and without reserve credit facilities, the business has devel- 
oped into a modern and important thrift and home financing sys- 
tem. Associations operate either under Federal or state charter as 
do commercial banks. With the exception of some state-chartered 
institutions (in California and Ohio notably) they are purely 
mutual organizations. In Massachusetts, savings and loan associa- 
tions are known as cooperative banks. In Louisiana many are 
called homestead associations. 


Funds are received from the savers and investors of the com- 
munity who deal with the institution in much the same manner as 
they would with the savings department of a commercial bank or 
a savings bank. Instead of being “depositors,” however, in the 
technical sense the account holder in a savings and loan association 
is a “shareholder,” although the distinction is largely a legal rather 
than a practical one. There is no capital stock as in a bank. The 
savers and investors own the institution and manage it through an 
annual election of directors and officers. 


Investment of the shareholders’ money is limited in the case of 
Federal savings and loan associations and most state-chartered 
institutions to obligations of the United States Government and 
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monthly amortized first mortgage loans on homes and small apart- 
ments in the immediate and surrounding communities.1 


Federal savings and loan associations may not lend more than 
80 per cent of the appraised value of the mortgaged property, 
except for FHA-insured loans and veterans-guaranteed loans? The 
legal limit for state-chartered institutions varies from 70 per cent 
to 80 per cent of the value of the mortgage security, depending 
upon the law in each state, for loans other than FHA or veterans 
loans. Prior to the depression of the 1930’s savings and loan asso- 
ciations in most states were empowered to loan on any real estate 
(not improved urban real estate or urban residential property, as 
in the law for most associations today) and in Pennsylvania asso- 
ciations could and did lend on the security of second and third 
mortgages. 


The majority of savings and loan assets are today represented 
by well located institutions in attractive offices, many in the finan- 
cial and important shopping districts of their cities. The typical 
insured association has approximately $3,000,000 in assets, a full 
time staff of five people, loans on 500 homes and serves several 
thousand savers and investors. Forty-two associations have assets 
of over $20,000,000. 


Savings and loan associations in 1946 loaned an estimated 
$3,584,000,000 on homes and small apartments. Of this total, 
approximately $1,100,000,000 were “GI” loans to 210,000 veterans 
of World War II. Table 1 shows the character of savings and loan 
lending activity. 


1 Federally chartered associations may lend not exceeding 15 per cent of 
their assets on any type of improved real estate. 85 per cent of their loans 
must be made on residential property within a radius of 50 miles of their office 
unless they conducted an active lending business outside of such 50 mile area 
prior to receiving a Federal charter. 

2 This compares with 60 per cent for non-FHA loans for most banks and 
66-2/3 per cent for most life insurance companies and gives savings and loan 
associations, specialists in this type of lending, some competitive advantage. 
The difficulty of assigning exact values to any commodity such as real estate, 
variances in the quality of appraisals made for lending institutions, and the 
relative importance of other factors in the soundness of a loan such as terms 
of repayment and the character of the borrower make the exact legal limit 
on the percentage of loan to the value of the property less important in safe 
lending operations than it might seem to one not thoroughly familiar with the 
mortgage business. 
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TABLE 1 


ESTIMATED VOLUME OF NEW HOME MORTGAGE LOANS BY ALL 
SAVINGS AND LOAN ASSOCIATIONS 


—1946 
Purpose of Loan 
Home Construction $ 615,542,000 
Home Purchase 2,356,630,000 
Refinancing 270,235,000 
Reconditioning 80,563,000 
Loans for all other Purposes 261,522,000 


$3,584,492,000 
The relative importance of savings and loan associations in the 
home financing field is shown in Table 2. 


TABLE 2 
ESTIMATED VOLUME OF NONFARM MORTGAGES RECORDED, 
$20,000 AND UNDER, CLASSIFIED BY TYPE OF MORGAGEE 
(Amounts are in thousands of dollars) 


—1946— 

Savings and Loan Associations................ $3,421,027 32.9% 
Insurance Companies 474,852 4.5 
Banks & Trust Companies ........................ 2,685,061 25.8 
Mutual Savings Banks 547,977 5.3 
Individuals 2,023,015 19.4 
Other Mortgagees 1,257,899 12.1 


The savings and loan associations are serving the savers and 
individual investors of the country very much as the mutual sav- 
ings banks serve in New England and New York. While the mu- 
tual savings banks serve the public in only a few states, savings 
and loan associations are in every state and the District of Colum- 
bia and there are few communities over 10,000 population without 
an active association. 


The typical savings and loan association today is a responsible, 
well conducted savings institution, paying 2 per cent or 2% per 
cent annually on its savings and investment accounts, currently 
paying all withdrawals on demand, and successfully meeting all 
competition for home loans at interest rates ranging from 4 per 
cent on veterans’ guaranteed loans to 6 per cent, with the typical 
non-veteran loan currently being written at an interest rate of 414 
or 5 per cent. 


Financial Analysis 
An investment study of the savings and loan business properly 


begins with a study of the Statement of Condition and Income 
Account. While a combined statement of all savings and loan 
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associations will not give an answer to the financial soundness of 
any one individual association, it does give a picture of the finan- 
cial condition of the business as a whole and establishes a standard 
for comparison in the study of any particular institution. 


Table 3 presents a heretofore unpublished historical comparison 
of the combined Statements of Conditions for all operating savings 
and loan associations for certain selected years. Table 4 provides 
a complete percentage analysis of these balance sheet data. Table 
5 presents a combined Income Statement for 1941 and 1945 for 
all the savings and loan associations which are members of the 
Federal Home Loan Bank System, which represent approximately 
88 per cent of the total assets of the business. These data are the 
basis for the following discussion. 


Savings and loan assets at the close of 1946 were about 25 per 
cent liquid (cash and government bonds), after the biggest lending 
year in the history of the business. By September 1, 1947, the 
liquidity ratio had probably dropped to 20 per cent. During the 
war years, lending volume did not keep pace with the inflow of 
savings and investment funds and surplus funds were invested in 
Government bonds. The percentage of total assets invested in 
Governments increased from 1.8 per cent in 1940 to a high of 27.7 
per cent at the close of 1945. In 1946, with an increase in home 
construction and the emergence of the veterans’ home loan pro- 
gram, about $400,000,000 of bonds were sold and the money placed 
in home mortgage loans. This still left the business with over 
$2,000,000,000 in Governments, or 20.8 per cent of assets at the 
close of 1946. 

While a liquidity ratio of 25 per cent of total assets or, more 
importantly, 30 per cent of share accounts may not appear great 
to persons accustomed to reading the financial statements of com- 
mercial banks, it should be remembered that these institutions are 
savings institutions and the money invested in them represents 
savings and investments and not the current cash balances of indi- 
viduals and business firms. Prior to the war, the turnover of sav- 
ings and loan share accounts (ratio of withdrawals to new invest- 
ments) averaged only about 50 per cent. This past twelve months 
the turnover was about 65 per cent. Further, with all loans made 
on an amortized basis, there is a regular flow of cash to the insti- 
tution from the repayments on loans. While a depression period 
would involve difficulty on the part of some borrowers in meeting 
mortgage payments, many would be able to continue their full pay- 
ments and others at least a partial payment. From the standpoint 
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of a regular flow of cash coming to the lender, experience has 
shown that the amortized monthly payment home loan is one of 
the most desirable of all loans. 


As the 1928 balance sheet shows, a 3 per cent liquidity was con- 
sidered satisfactory in the 1920’s. In those days a large cash bal- 
ance was considered a sign of poor management as it meant idle 
funds and a lower return to the investors. The return of cash from 
the amortization of the loans was considered adequate to provide 
for all withdrawal requests and the building and loan “stock” was 
merchandized on the basis of its high yield and not for any liquid- 
ity qualities. While the abhorence of liquid assets by associations’ 
boards of directors in the 1920’s may not have been the chief cause 
of the depression difficulties of the business, it certainly contrib- 
uted greatly to its problems. 

The liquidity policies of associations today give recognition to 
the fact that convenience and availability are more important than 
return in the decision of the average individual as to where he 
keeps his savings, and reflect a desire to be ready to meet unex- 
pectedly heavy withdrawal requests the next time they come. The 
percentage of assets held in cash or government bonds is entirely 
the decision of the management of each institution with some 
supervisory control over liquidity policies. Except state-chartered 
institutions in the State of Washington, savings and loan associa- 
tions are not required by law to maintain any minimum liquidity 
position. 

A minimum 15 per cent liquidity position advocated by leaders 
in the business and followed up to now by the great majority of in- 
stitutions places the savings and loan business in a much better 
position to meet a financial crisis and certainly increases the at- 
tractiveness of the savings and loan business to savers and in- 
vestors for whom liquidity is a consideration. It yet remains to be 
seen what an active lending market, particularly as a result of a 
house construction boom, in the face of a probable lower rate of 
public saving in the next few years, will do to the liquidity position 
of the savings and loan business. Policies of many associations of 
the past few months give signs that an adequate percentage of 
assets will be kept in Government bonds in spite of a large demand 
for loans. These associations have become noticeably more selec- 
tive in their loans and have deliberately decreased their participa- 
tion in the mortgage market while still having 15 per cent or more 
of their assets invested in government bonds. Students of savings 
and loan investments can determine the developing liquidity poli- 
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cies of insured savings and loan associations by an analysis of data 
published in the monthly issues of the Federal Home Loan Bank 
Review.3 


The other important balance sheet item is “Reserves and Undi- 
vided Profits.” At the close of 1946 the reserve items stood at 9.3 
per cent of the total share accounts (the public’s investment in the 
institutions), or 11.8 per cent of the mortgage loan account. With 
at least half of the loans outstanding being less than 50 per cent 
of the current market value of the pledged security, this seems to 
be an adequate reserve.4 For the past five or six years associations 
have placed from one-fifth to one-fourth of their gross earnings, or 
as much as 30 per cent of the net earnings, into reserves and un- 
divided profits. This has been necessary with the rapid growth of 
the business in order to maintain a reserve of 8 to 9 per cent of 
total assets. The current operating policies of the business suggest 
that associations will continue to place in reserves approximately 
those same percentages of earnings. 


In 1928 the business showed a ratio of reserves to total assets of 
10 per cent and still had considerable difficulty in the depression. 
Actually the reserves shown in predepression years were not bona 
fide reserves, but arose from the peculiar nature of “building and 
loan” operation and prevailing accounting practice. In the 1920’s 
most people placed money in associations by “purchasing” install- 
ment stock. Payments were made weekly or monthly until the 
stock “matured”, usually after 100 payments had been made. Ac- 
cumulated earnings were not credited to the individual savings ac- 
counts, but were kept in the undivided profits account until the 
schedule of payments had been completed, when all the dividends 


3 An unknown portion of the United States Government Bonds held by sav- 
ings and loan associations is, of course, in the longer maturities and some 
analysts might be inclined to question the ultimate liquidity of long-term Gov- 
ernments. Savings and loan associations, however, can borrow from their 
Federal Home Loan Bank on the security of Government bonds if price 
declines make it inadvisable to sell them. 


4It is impossible to cite any data in support of the contention that at least 
half of the loans outstanding represent less than 50 per cent of the current 
market value of the pledged security. This conclusion is drawn from the 
following facts: (1) the price increases in the past two years; (2) the 
experience of many institutions known to the author of limiting loans in the 
past two years to not more than 60 per cent of the selling price of the prop- 
erties; (3) the amortization schedules which reduce the amount of the typical 
loan by approximately 5 per cent a year in the early years; (4) only about 
half of the loan balance outstanding at the close of 1946 represented loans 
made in the past two years; (5) about 12 per cent of the end-of-1946 loan 
account represented veterans’ guaranteed loans on which the associations’ 
liability on the average is only about 60 per cent of the amount of the loan 
balance and less than that proportion of the selling price of the houses pur- 
chased with the aid of these loans. 
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due on the matured share were credited to the share account and 
paid to the saver in one large lump sum. Thus, the “reserves” of 
the associations in the 1920’s included a large amount of undivided 
profits. With annual dividends of 5 and 6 per cent this, of course, 
distorted the reserve picture considerably. Today, the reserves 
shown by savings and loan associations are bona fide reserves. 
Dividends are credited to the individual accounts in the period 
earned and the reserve account and balance in the undivided profits 
account represent an actual accumulation of earnings from which 
losses can be absorbed. 

Most associations were operated under the theory that all earn- 
ings should be paid out to the shareholders of such a mutual organ- 
ization in the year they were earned. Associations in Kansas in 
1928, for example, had reserves of only 2.4 per cent of total assets 
and in Wisconsin only 2.1 per cent. Ohio associations, in almost 
every respect the most modern and best managed of the pre-de- 
pression institutions and with their guaranty capital plan, had 
only 4.8 per cent guaranty capital and reserves to total assets. 

There is, on the other hand, no question about the wisdom of the 
reserve policies of savings and loan managements today. Practi- 
cally all institutions are building their reserves as rapidly as pos- 
sible. The desire to accumulate reserves to meet any future losses 
is one of the important reasons for the drop in dividend rates in 
the past 10 years and the maintenance of a larger spread between 
dividends and interest income. 


Character of the Home Mortgage Loan 


It is the generally accepted opinion of men in the mortgage busi- 
ness that there is no better security for a long-term mortgage loan 
than a single-family, owner-occupied home, and history further 
shows that in this category the safest home loans are those made 
on the more modest or lower-priced residences. There are ameni- 
ties to home ownership. Shelter is a primary requisite of living 
and most families will go to great extremes to avoid default on 
their mortgage loan and loss of their home. 

While the laws under which savings and loan associations oper- 
ated prior to the depression generally restricted loans to a certain 
percentage of the value of the properties, there were few standards 
for the appraisal of the value of real estate in the 1920’s and few 
competent appraisers in the savings and loan field. That was the 
day of “windshield” appraisals, of hurried walks through a house 
by a committee of the Board of Directors and of extreme flexibility 
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in appraisal judgment if an appraisal needed to be stretched to 
make possible a mortgage loan. Depression experience clearly 
showed that sound and accurate appraisals were an important 
safeguard of a mortgage lending institution. 


Appraising by the savings and loan associations as well as other 
phases of the home financing field is rapidly getting on a factual 
and specialized basis, although the appraisal practices of many 
institutions of all types still leave much to be desired. All but a 
few savings and loan associations today use an appraisal form 
calling for detailed information on the house and neighborhood. 
This does not assure an accurate and reliable appraisal, but it does 
assure the association (and the supervisory authorities) that the 
appraiser has looked the property over rather carefully and had in 
mind the important facts that affect value. In the 1920’s all the 
appraiser had to turn in was a simple report giving only the 
appraiser’s opinion of the value of the property with no supporting 
information or any facts on the property and neighborhood. 

In the inflationary period of the past few years appraisers for 
mortgage lending institutions have not followed the market prices 
in setting values for loans. Value for a mortgage loan appraisal 
is not taken by appraisers as being synonymous with price. In 
fact, values as reported by the great majority of appraisers for 
lending institutions have been made from 10 to 20 per cent under 
the current market prices and in some sections of the country 
values typically reported by appraisers during 1946 were as much 
as 30 to 40 per cent below current sales prices. The lending insti- 
tutions then made loans up to 65 to 80 per cent of those appraised 
values, so that the average percentage of loan to selling price in 
1946 was from 60 to 65 per cent of the selling prices and in many 
institutions loans have averaged somewhat less than 60 per cent 
of selling prices. This low percentage of loans to the prevailing 
market prices plus amortization provisions should permit the 
majority of savings and loan associations which have followed this 
practice to be protected amply against all but a calamitous decline 
in the price of homes. 

Some lending institutions of all types, of course, have not fol- 
lowed such a conservative appraisal and/or lending policy the past 
few years. Many do not have their appraisals made by competent 
appraisers and some have been more optimistic and have made 
appraisals closer to market prices. Others may have stretched 
appraisals to meet a loan application in perhaps too many cases. 
The appraisal competence and policy of a particular lending insti- 
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tution, as a result, is one important point for study in the analysis 
of any individual institution.5 

Approximately 10 per cent of the mortgage loans of savings and 
loan associations are insured by the FHA and at the end of 1946 
approximately 12 per cent of the total amount of loans outstanding 
were veterans’ guaranteed loans which carried on the average a 
40 per cent guaranty by the Federal Government. There has been 
some discussion about the soundness of the “GI” loans and a few 
have predicted that lending institutions will take substantial losses 
on these loans. The guaranty of the Veterans’ Administration, 
however, is clearly a valid guaranty. The Federal Government 
takes the first loss that may occur on any loan up to the amount 
of the guaranty and while some may disagree it is the author’s 
opinion that in the great majority of cases these loans have been 
made under an adequate appraisal and upon prudent lending stand- 
ards. The unguaranteed portion of these loans is but a modest 
percentage of the total purchase price of the houses purchased by 
the veteran-borrowers. Even if the mortgage lending institutions 
later have substantial losses from their veterans’ loans, which is 
doubted, it would probably turn out that the savings and loan 
associations had made their “GI” loans at the right time. The sav- 
ings and loan associations were the first to engage actively in the 
veterans’ loan guaranty program. By the end of the first 14 months 
of the program, to December 31, 1945, savings and loan associa- 
tions had made approximately 83 per cent of all the “GI” home 
loans. Since that time savings and loan associations have dropped 
competitively in the veterans’ loan program as banks and life insur- 
ance companies became convinced of the merits of the veterans’ 
guaranty loan. Thus, the “GI” loans made by savings and loan 
associations up to now have had more time to “season” and were © 
made at generally lower prices than the loans made by many banks 
and insurance companies. 

With the investments of savings and loan associations limited 
to government bonds (or other liquid investments in the case of 
some state-chartered associations) and first mortgage loans on 
homes it might appear to the average person that the investments 
of savings and loan associations lack any element of diversification. 
The balance sheet item “first mortgage loans” tends to be mislead- 


5 This discussion of appraisal D piveng > is confined to the subject of apprais- 
als for ordinary or non-FHA and non-“GI” loans. The “GI” appraisal is made 
for a different purpose and is meant to be closer to the current market prices 
than the typical mortgage loan appraisal. See article by the author, “Pur- 
pose of the ‘GI’ Appraisal, Review of the Society of Residential Appraisers, 
September, 1946. 
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ing as to the actual diversification of the loans by savings and 
loan associations. Actually their loans may be considered to be 
highly diversified. They rest upon the diversity of the employment 
and professions of the borrowers. Loans are made to people whose 
income—and it is the income of families which pays the interest 
and amortization charges—comes from hundreds of different 
businesses and employments. During a depression not every busi- 
ness fails or lays off its employees. While some of the borrowers 
of the savings and loan associations may be engaged in a concern 
which must cut its labor force or cut wages substantially other 
industries in the city will maintain their labor force. It would 
seem preferable to have loans based upon the income of families 
employed in hundreds of businesses than to have an equivalent 
amount of money loaned in larger amounts to the corporations 
who employ the borrowers of savings and loan associations. 


Improved Management 


The management of the savings and loan business has also 
gained in stature in the past 15 years. With the typical savings 
and loan association in 1928 being one of $600,000 in assets it 
could employ but one person full time. It was the practice for a 
typical association in the 1920’s to employ a manager or “secre- 
tary” for about one-third of his time and one bookkeeper full time, 
with the active management of the association literally being in the 
hands of the Board of Directors. Today the average savings and 
loan association has about $1,800,000 in assets and this average 
(arithmetic) is reduced by a great number of associations with 
part-time management still operating in Pennsylvania, New Jersey, 
and Illinois. The more typical institution today has assets of over 
$3,000,000 with a full-time manager and staff and a Board of 
Directors made up of responsible business men, concerned more 
with determining basic policies of the institution rather than oper- 
ating details. 


Secondary Lines of Defense 


In 1932 Congress passed the Federal Home Loan Bank Act to 
provide a system of regional reserve banks from which member 
savings and loan associations could borrow on the security of their 
mortgage loans. Loans may be made either on a short-term basis 
to meet emergency needs for funds or on terms up to 10 years 
secured by the mortgages of the association to supplement the 
sources of local savings in meeting the mortgage lending require- 
ments of the community. Federal Home Loan Bank member sav- 
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ings and loan associations now represent over 90 per cent of the 
total savings and loan assets in the United States and in some dis- 
tricts the proportion is as high as 98 per cent of the assets of all 
operating associations. Federal savings and loan associations are 
permitted by law to borrow from the Federal Home Loan Bank up 
to 50 per cent of their total share capital. The amount the state- 
chartered associations may borrow from the Federal Home Loan 
Bank is limited by the laws of each state but generally it is from 
25 to 50 per cent of the association’s total share accounts. 

On December 31, 1946 the eleven Federal Home Loan Banks had 
total capital, surplus and undivided profits of $231,974,897. The 
banks are empowered by law to sell bonds and debentures up to 
twelve times their capital stock and reserves. Federal Home Loan 
Bank obligations have always been very well received in the invest- 
ment market, being sold in the past at rates ranging from 14 to 
114 per cent, depending upon maturity. The bonds presently out- 
standing were sold on October 15, 1946 at a 114 per cent coupon. 
This is a $140,000,000 issue with a maturity of 18 months, the 
largest issue the banks have ever sold. In the few years prior to 
this last issue the Home Loan Banks had sold 6 to 9 months’ deben- 
tures at rates of approximately 34 of 1 per cent. 

The experience of Federal Home Loan Bank bond issues thus 
far has justified confidence in the ability in this reserve credit 
system to provide emergency funds to its member institutions. 
Estimates have been made that the Federal Home Loan Banks 
could lend at least $2,500,000,000 if necessary to support the liquid- 
ity and operations of its member savings and loan associations. 
As of December 31, 1946, outstanding advances to member associ- 
ations totaled $293,000,000. 

Title IV of the National Housing Act of 1934 (the act creating 
the FHA) previded for the Federal Savings and Loan Insurance 
Corporation, a government agency patterned after the Federal 
Deposit Insurance Corporation. The Federal Savings and Loan 
Insurance Corporation insures accounts of savings and loan associ- 
ations up to $5,000 as does the FDIC for the Banks. Approximately 
73 per cent of the assets of all savings and loan associations are in 
insured institutions. 

The Federal Savings and Loan Insurance Corporation received 
its original capital of $100,000,000 from the Home Owners Loan 
Corporation. By December 31, 1946 a reserve of $72,621,000 had 
been accumulated from annual premiums paid by insured associ- 
ations on the basis of 14 of 1 per cent of their share, deposit and 
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creditor liabilities. Banks pay to the FDIC a premium of p> of 1 
per cent of their deposit liabilities. The Federal Savings and Loan 
Insurance Corporation had, at the end of 1946, an insured liability 
of only $33.99 for every dollar of capital and reserve of the Insur- 
ance Corporation compared with $68.68 of insured liability per 
dollar of capital and reserve for the Federal Deposit Insurance 
Corporation on the same date. Only 35 savings and loan associa- 
tions with a share liability of $66,187,000 had required assistance 
by the FSLIC to the end or 1945. Insurance losses of the FSLIC 
from the beginning of operations to the close of 1945 amounted to 
14.1 per cent of the premium income or 6.4 per cent of the gross 
income of the corporation. This compares with insurance losses by 
the FDIC of 5.9 per cent of premium income and 4.7 per cent of 
gross income to the same date. 


Some criticism has been directed toward investments in the 
insured savings and loan associations because of the provision for 
the settlement of insured accounts in the event of the failure of the 
institution. The law relating to settlement of accounts in insured 
savings and loan associations in the event of failure reads as 
follows: 


“In the event of a default by any insured institution the 
Corporation shall promptly determine the insured mem- 
bers thereof and the amount of their insured accounts, 
and shall make available to each of them, after notice by 
mail at his last-known address as shown by the books of 
the insured institution, and upon surrender and transfer 
to the Corporation of his insured account, either (1) a 
new insured account in an insured institution not in de- 
fault, in an amount equal to the insured account so trans- 
ferred, or (2) at the option of the insured member, the 
amount of his account which is insured under this section 
as follows: Not to exceed 10 per centum in cash and 50 
per centum of the remainder within one year, and the 
balance within three years from the date of such default, 
in negotiable non-interest bearing debentures of the 
Corporation.”7? 


6 This comparison, of course, does not take into account any possible dif- 
ference in the relative risk in the assets of banks and savings and loan asso- 
ciations. 

7 Section 405 (G) National Housing Act of 1934, as amended. Italics sup- 
plied. 


ir if 


IMPROVED INVESTMENT POSITION OF SAVINGS & LOAN ASSOCIATIONS 13 


The provision of the law dealing with the payment of insured 
accounts in banks insured by the FDIC is as follows: 

“Whenever an insured bank shall have been closed on 
account of inability to meet the demands of its depositors, 
payment of the insured deposits in such bank shall be 
made by the Corporation as soon as possible, subject to 
the provisions of paragraph (7) of this subsection, either 
(A) by making available to each depositor a transferred 
deposit in a new bank in the same community or in 
another insured bank in an amount equal to the insured 
deposit of such depositor and subject to withdrawal on 
demand, or (B) in such other manner as the Board of 
Directors may prescribe.”’8 


Careful reading of these paragraphs will show that much of the 
criticism of the savings and loan account because of the method of 
paying off shareholders in insured institutions prescribed in the 
law compared with the method set out in the law for the FDIC is 
unwarranted. Of particular importance is the fact that the settle- 
ment method for the FSLIC is at the option of the insured indivi- 
dual whereas in the case of the FDIC it is at the option of the 
Corporation. 


Actually the legal provisions are more a matter for argument 
between bankers and savings and loan people than of practical 
importance to investors. To date the practice of both the FSLIC 
and FDIC in discharging their liabilities to share holders and de- 
positors of insured institutions has been either to make a con- 
tribution to the institution in trouble, thereby permitting it to 
carry on normal operations without the public being aware that 
Insurance Corporation help was needed, or to transfer the insured 
accounts to another insured institution where adequate liquidity 
provisions were made to permit the shareholders or depositors to 
withdraw their funds if needed or wanted. No insured depositor 
or insured savings and loan investor has ever had any delay from 
the two Insurance Corporations in meeting their liabilities and 
none is expected. 


Legal Character of the Investment 


The legal character of the savings and loan savings account is 
a matter of interest to the saver and investor. The investor in the 
savings and loan association is technically an owner of the institu- 
tion and not a creditor. Failure of the association to meet with- 


8 U. S. Code, Chapter II, Title 12, Sec. 264 (1) (6). Italics supplied. 
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drawal requests immediately or within a reasonable notice period 
does not necessarily involve bankruptcy and liquidation of the 
institution as in the case of a bank. This makes possible the con- 
tinued operation of the institution, the orderly liquidation of the 
frozen assets and the rehabilitation of the institution as a going 
concern rather than the expensive and often wasteful process of 
liquidation by the courts. 

Federal savings and loan associations and most state-chartered 
associations have provisions in their charters and by-laws for the 
orderly handling of withdrawal requests in unusual emergencies 
when there might be a delay in meeting such requests. They pro- 
vide, essentially, that when the association is not able to meet 
withdrawal demands, the holders of share accounts may file their 
written applications for withdrawal. The institution then must 
either pay the amount of withdrawal requested within 30 days or 
apply at least one-third and in some states as much as two-thirds of 
the cash receipts of the association to the holders of such share ac- 
counts in their numerical order of filing, provided that if a holder 
of a share account applies for more than $1,000 he shall then be 
paid $1,000 and his application then shall be renumbered and 
placed at the end of the list of applications for withdrawal. 


It is not expected that associations will have to delay meeting 
withdrawal requests for more than 30 days in any amount unless 
we have a depression in very serious proportions. In such cases it 
may well be an advantage to the investors to enjoy an orderly 
process for the withdrawal of their funds from the institution 
under a business management rather than have the institution 
placed in receivership and the return of their funds dependent 
upon the actions and policies of receivers. 


The term “share account” ascribed to a savings and loan account 
rather than “deposit” originated, of course, from the ownership 
nature of the account (although depositors in mutual savings 
banks are also the owners of the institution) and from the charac- 
ter of the business in its early days. Starting about 1840 until the 
early 1900’s associations were purely a cooperative arrangement 
to provide families, all known to each other, an opportunity to pool 
and borrow money to buy a home. Families “subscribed” to one or 
several shares which meant that they agreed to make weekly pay- 
ments of $1 per share subscribed. When the cash they accumulated 
from these weekly payments by the participating families was 
large enough to permit one family to buy a home, they decided by 
drawing lots which one would have the opportunity first to borrow 
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to own their home. The money was then lent to the fortunate fam- 
ily which paid back the loan by paying weekly or monthly on 
several installment shares, plus interest monthly in the amount of 
the loan. When the borrower had accumulated an amount in 
“shares” equal to the original amount borrowed the shares were 
cancelled against the loan ar 1 he owned his home debt free. This 
was the origin of the monthly payment loan, but the borrower did 
not make monthly payments directly against the principal of the 
loan as he does now. He made monthly payments on shares. These 
loans later came to be called “sinking fund loans” when the direct 
reduction loan came to be adopted in the 1920’s. When all the fam- 
ilies in the group had had the opportunity to borrow money for a 
home and had paid off their debt, the purpose of the association was 
achieved and it was liquidated. Later associations came to have a 
permanent existence serving constantly new families, in addition 
to those in the original group. These were the “permanent” type 
associations from which the modern type of savings and loan. 
association developed. In the early days a membership fee was 
charged, fines were levied if payments on shares were late and 
penalities made for withdrawal of shares before “maturity.” The 
term “share” thus accurately described the building loan invest- 
ment. It was a share in a fund which the family could later draw 
upon to buy a home. 

This terminology has been carried to the modern association 
and outside of the continued mutual character of the institution 
is about the only remaining vestige of the pioneer institutions in 
this country although the fundamental principles of encouraging 
thrift and making possible home ownership remain. Today “de- 
posit” would be a more accurately descriptive word so far as pub- 
lic understanding is concerned, but associations are prevented by 
law, custom and the resistance of the banks from using it. It is said 
that the term “deposit” denotes a creditor obligation in which 
case use of this term by the savings and loan business would be 
misleading, but the typical investor in a savings and loan associ- 
ation looks upon his account as a “deposit account” and well he 
may because to him it is exactly like a pass-book account in the 
savings department of a commercial or a savings bank. 


Appropriate Funds for Savings and Loan Investment 
The savings and loan association like any other investment 
medium has certain features which make it more appropriate for 
some types of funds than others. Purely as an investment it offers 
primarily safety of funds combined with a 2 or 214 per cent return. 
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It requires no “management” expense, worry or bother such as 
is involved with direct ownership of real estate, direct investment 
in mortgages or a portfolio of securities. It is not subject to fluc- 
tuations in principal value as a bond or stock and pays a return 
as high or higher than is available on other investments of equal 
safety, availability and convenience. 

The savings and loan account is not a demand account, hence 
may not be as liquid as a checking account in a commercial bank. 
Currently, however, most savings and loan associations are meet- 
ing withdrawal requests in any size on demand. There are over 
6,000 savings and loan associations and one cannot generalize with 
positiveness about their plans and liquidity policies. Management 
is as important in them as with banks or other types of business 
organizations. The majority of savings and loan associations are 
planning the investments of their funds so they can continue to pay 
withdrawals in any amount on demand. Others do not pretend to 
be able to maintain a pay-on-demand policy and accordingly try to 
discourage the investment of funds which are likely to be with- 
drawn quickly or for which 100 per cent immediate availability is 
the prime investment consideration. In most cases a person can 
determine an association’s liquidity policies by asking the manager 
of the institution. 

Savings and loan associations are essentially savings institutions 
and should be considered as a place for safe and convenient placing 
of savings and investment funds rather than a dividend-paying 
substitute for a checking account or for funds subject to rapid 
turnover. They should appeal to the average family as a place to 
accumulate its savings. It should appeal to the modest investor 
with $5,000 to $100,000 who can appropriately invest part of his 
capital in several savings and loan associations, part in a home and 
part in high grade investment securities. 


The savings and loan investment also should attract the larger 
investor who for purposes of diversification wishes to invest in 
real estate securities or in real estate mortgages. The home mort- 
gage business is a retail business. It involves dealing with indivi- 
duals upon applications for comparatively small amounts. It in- 
volves appraisals, credit reports, title service and loan closing 
services. It involves monthly, quarterly or semi-annual collections. 
Taxes and insurance payments must be handled or watched and 
losses must be provided for by the accumulation of some income in 
reserves. Property must be reappraised and occasionally loans 
must be foreclosed and in nearly all such cases the property must 
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be bought in and improved, managed and sold. The cost of coing 
a home mortgage business is conservatively estimated at 114 per 
cent of the amount invested in home loans and it will be larger if 
the investor is dealing with less than a $500,000 portfolio of mort- 
gage loans or if he is making loans in several communities. In 
addition, at least 14 per cent per annum of the amount invested 
should be allowed for losses, whether paid to the FHA or carried 
in the investor’s own reserves. 


Unless the investor can be sure of making sound loans at more 
than 5 per cent interest in large volume, he would be better to 
settle for a 2 or 214 per cent return from a savings and loan invest- 
ment and let these specialists in home financing handle his invest- 
ments in home mortgages to enable him to spend his time and 
talents in an investment field more familiar to him. More and more 
trustees and smaller trustee institutions have found that they 
cannot afford the direct investment in home loans and have turned 
to the investment in savings and loan associations of the funds 
selected for real estate placement. This practice may be expected 
to continue even as more savings and loan associations drop their 
rate to 2 per cent because a decrease in the return on savings and 
loan accounts is merely a reflection of a decrease in the return on 
sound home mortgage loans. Today with from one-third to one- 
half of all home loan applications from veterans of World War II 
seeking a veterans’ guaranteed loan at 4 per cent interest, it is 
difficult for any investor in home loans to realize more than a 2 
per cent net return on his investment. 


Conclusion 
The savings and loan business has come a long way since the 
depression in modernization for improved service to the public, 
in management ability and in the adoption of sound lending, 
reserve accumulation and liquidity policies. 


Today associations on the average are approximately 20 per 
cent liquid and many institutions will probably maintain from 15 
to 20 per cent of their assets in cash and Governments so they can 
pay withdrawals on demand and be ready for the next period of 
tight money. Lending practices and policies are modernized and 
faults in lending methods pointed up by the last depression are 
apparently eliminated. In the inflation in real estate of the past 
few years most institutions have based their loans on conservative 
and more reliable appraisals. Laws have been revised. Reserves 
are being built to a comfortable proportion of total investments 
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and the business now has the Federal Home Loan Bank system and 
the Federal Savings and Loan Insurance Corporation to support 
the reserves, assets and liquidity of the individual institutions. 
The saver and investor will want to choose his association keep- 
ing in mind the liquidity policies of the institution, but it is appar- 
ent that the business as a whole warrants the public’s confidence 
and that savings and loan associations are a logical place for family 
savings and some portion of the investment funds of the nation. 
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TABLE 3 


COMPARATIVE STATEMENT OF CONDITION FOR ALL OPERATING 
SAVINGS & LOAN ASSOCIATIONS IN THE UNITED STATES 
AS OF DECEMBER 31 


(Amounts in Millions of Dollars) 


ASSETS 1946 1 1940 2 1933 1928 3 

Cash $ 455 $ 300 $ 143 $ 208 
U. S. Government Bonds ............ 2,080 
Other Investments ........................ 85 64 
Mortgage Loans 7,117 4,388 5,447 7,335 
Other Loans ‘4 30 64 147 240 
Real Estate Sold on Contract... 80 208 
Real Estate Owned .....0..000.00........ 40 486 897 120 
Office Building 54 
Furniture & Fixtures ................ 6 5 239 49 
Other Assets 13 22 ice Ca 
$10,015 $5,675 $7,020 $8,016 

LIABILITIES 

Share Capital 5 $ 8,525 $4,788 $6,107 $6,773 
Borrowed Money © ...............-...-.--- 420 237 263 321 
Other Liabilities 70 102 
Reserves & Undivided Profits 7.. 195 481 514 802 
Total Liabilities & Reserves $10,015 $5,675 $7,020 $8,016 


1 Estimate by author based upon: (1) percentage changes in balance sheet 
items from December 31, 1945 to December 31, 1946 of a sample of associa- 
tions representing about one-twentieth of the assets of the business; (2) data 
as of December 31, 1945 and December 31, 1946 for total assets and important 
balance sheet items for over 2,475 insured institutions representing about 70 
per cent of the assets of the business. 

2 Source: Annual reports of State savings and loan supervisors and y= 
Federal Home Loan Bank Board, summary of members’ annual reports 
consolidated by the Federal Home "Loan Bank Presidents. Published in Debts 
and Recovery, by the Twentieth Century Fund, 1938. 

3 Estimate by author based upon a sample of 70 per cent of the total savings 
and loan assets as of December 31, 1928. 

4 Chiefly loans secured by the associations’ share accounis, similar to the 
policy loans of a life insurance company. 

5 Includes deposits and investment certificates for capital or guaranty stock 
associations, chiefly in Ohio and California. 


6 Since 1933 chiefly advances from the Federal Home Loan Banks. 


7 Includes Permanent Reserve and Guaranty Stock in capital stock and non- 
mutual associations, chiefly in Ohio and California. 
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TABLE 4 
PERCENTAGE ANALYSIS 


COMBINED STATEMENTS OF CONDITIONS OF ALL SAVINGS & 


LOAN ASSOCIATIONS IN THE UNITED STATES! 
AS OF DECEMBER 31 


ASSETS 1946 1940 1933 1928 
Cash 4.5% 5.3% 2.0% 2.6% 
U. S. Government Bonds ................ 20.8 
Other Investments ose 1.2 0.8 
FHLB Stock 11 
Mortgage Loans 71.1 17.3 77.6 91.5 
Other Loans 0.3 11 2.1 3.0 
Real Estate Sold on Contract............ 0.8 3.7 ——___ 
Real Estate Owned 0.4 8.6 12.8 1.5 
Office Building 0.5 
Furniture & Fixtures .................... 0.1 0.1 3.4 0.6 

Total Assets 100.0% 100.0% 100.0% 100.0% 

LIABILITIES 
Share Capital 85.1% 84.4% 87.0% 84.5% 
Borrowed Money 4.2 4.2 3.8 4.0 
Loans in Process 2.1 1.2 
Other Liabilities 0.7 1.8 1.9 1.5 
Reserves & Undivided Profits............ 7.9 8.4 7.3 10.0 

Total Liabilities .......................... 100.0% 100.0% 100.0% 100.0% 


1 Based upon data in Table 3. 
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TABLE 5 


COMBINED INCOME STATEMENT OF MEMBERS OF THE FEDERAL 


HOME LOAN BANK SYSTEM 


CALENDAR YEARS 1941 AND 1945 


(Amounts in Thousands of Dollars) 
1945 
GROSS OPERATING INCOME Amount Per Cent 
Interest 


1941 
Amount Per Cent 


On Mortgage Loans $238,563 80.4% $208,166 88.3% 
On Real Estate Sold on Contract 6,144 2.1 114 3.9 
On Investments and bank deposits 34,693 11.7 2,774 12 
Premiums, commissions, fees............ 6,9 2.4 7,693 3.3 
Net income from real estate owned.. 729 0.2 3,775 1.6 
Gross income from office building.. 4,258 1.4 2,614 pe 
All other operating Income................ 5,467 1.8 1,433 0.6 
Gross Operating Income .............. $296,843 100.0% $235,569 100.0% 
LESS OPERATING EXPENSE 
Compensation $ 41,151 138.9% $ 32,374 138.8% 
3,821 1.3 ,080 1.3 
Repairs, taxes, main. of office bldg. 3,863 1.3 2,633 yp 
Depreciation of office building ........ 1,600 0.5 1,256 0.5 
Advertising 5,501 1.8 4,956 2.1 
Federal insurance premium ............ 5,759 1.9 3,256 1.4 
775 0.3 690 0.3 
Supervisory exam. & assessments.... 1,367 0.5 1,116 0.5 
All other operating expense ............ 22,325 7.5 12,695 5.4 
Total Operating Expense ............ $ 85,982 29.0% $ 62,156 26.4% 
NET OPERATING INCOME 
BEFORE INTEREST AND 
LESS INTEREST CHARGES .......... 2,496 0.8 4,785 2.0 
NET OPERATING INCOME ............ $208,364 70.2 $168,628 71.6 
Add-Non-operating Income .............. 17,131 5.6 5,773 2.5 
Deduct-Non-operating Expense ...... 2,369 0.8 5,114 2.2 
NET INCOME FOR YEAR ................. $223,126 75.2% $169,287 71.9% 
DISTRIBUTION OF NET INCOME 
To Reserves & Undivided Profits....$ 74,707 25.2% $ 45,932 to 


Dividend (Incl. Int. on Deposits)... 148,419 50.0 


Source: Federal Home Loan Bank Administration. 
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THE ADEQUACY OF BANK EQUITIES 


By Lewis A. FROMAN 
University of Buffalo 


Among the businesses which have shown greatly increased earn- 
ing power during recent years is banking.1 It must be clear to 
everyone that this increased earning power has been the result of a 
rapid expansion in banking assets and not the result of a higher 
earning power on each dollar of bank assets. In fact, until recent 
months the earning power on each dollar of bank assets has steadily 
declined, beginning with the drastic decline in bank loans of the 
early 1930’s. With almost no change in the total number of com- 
mercial banking units, the total assets of the commercial banks of 
the country have more than doubled since the low point of the 
depression of the early 1930’s. The capital stock of commercial 
banks also has not changed perceptibly, although total capital 
accounts have increased some 20 per cent during the same period 
when bank assets were more than doubling. 


The justification for the increase in the earning power of banks 
has been examined, and various proposals which would reduce this 
earning power have been considered.2 Included among the pro- 
posals for reducing bank earnings are increasing reserve require- 
ments, nationalizing the banks, increasing taxes, etc. The writer 
sees no more reason for becoming apprehensive over the relatively 
high earnings of banks than for the high earnings of any partic- 
ular group of businesses which may, and do, occur from time to 
time. Surely, we should not consider high earnings per se as un- 
desirable. 


It is here maintained that the failure of bank equities to keep 
pace with the tremendous expansion in bank assets should be 
examined very closely but solely from the point of view of deter- 
mining the soundness of bank operations. Obviously, if the con- 
clusion is reached that bank equities are too thin for conservative 
operations, then any proposal to increase the capital accounts of 
banks would tend to reduce the percentage return upon capital 
funds. 

Let us first review the changes which have taken place during 
the past fifteen or twenty years in the principal assets of commer- 
cial banks and especially in the relative size of bank equities. Table 

1 We will limit our discussion here to commercial banks. The principal 


banking units which we wish to exclude are the savings banks and investment 
banks. 


2 See, for example H. L. Seligman, “Excessive Commercial Bank Earnings,” 
Quarterly Journal of Economics, May, 1946 
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1 gives the percentage distribution of the assets and liabilities of 
all commercial banks for selected years since 1929. 


TABLE 1 


PERCENTAGE DISTRIBUTION OF ASSETS AND LIABILITIES OF 
COMMERCIAL BANKS FOR SELECTED YEARS SINCE 1929* 


ASSETS 

1929 1935 1940 1947 
Cash 12.8 20.5 32.0 21.4 
Loans 57.3 33.8 28.1 21.2 
Investments 24.0 40.1 36.2 56.4 
Miscellaneous 5.9 5.6 3.7 1.0 
100.0 100.0 100.0 100.0 

LIABILITIES 
1929 1935 1940 1947 
Capital Accounts ........................ 13.2 13.0 10.4 6.5 
Deposits — | 85.4 88.7 92.8 
Miscellaneous 6.6 1.6 9 # 
100.0 100.0 100.0 100.0 


*Figures for 1929, 1935 and 1940 are from reports of the Comptroller of the 
Currency. The figures for 1947 are from the report of the Federal Deposit 
Insurance Corporation. The banks covered by this report are not identical 
with those covered by the Reports of the Comptroller of the Currency, but the 
difference is insignificant for our purposes. 


At the peak of the bank expansion period for the 1920’s, by far 
the most important asset of commercial banks was loans. This 
item amounted to more than one half of total assets and the owners’ 
equity amounted to some 13 per cent of the assets. 


As might have been expected, the depression of the early 1930’s 
brought about a complete transformation in the assets of commer- 
cial banks. The investment and cash items increased greatly in 
importance and the loan item decreased. There was little change, 
however, during this period in bank equities. Capital accounts 
continued to constitute about 13 per cent of the assets. 


Between 1935 and 1940, the most significant change in the assets 
of commercial banks was a further notable increase in the relative 
importance of the cash item and a further decrease in the relative 
importance of the loan item. The relative decline in loans, how- 
ever, was not nearly as significant as in the 1929 to 1935 period. 
The relative importance of investments increased only slightly 
between 1935 and 1940. It was during the 1935 to 1940 period 
that the first significant change in the percentage of equity took 
place. Capital accounts totaled only about 10 per cent of the asset 
items in 1940. The relative importance of deposits continued its 
upward trend. 
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The war period again brought about drastic changes in the 
nature of both the assets and liabilities of commercial banks. The 
cash item decreased in importance relative to what it had been in 
1940. The loan item continued to decrease in importance as it had 
since 1929 but at a more rapid rate than during the 1935 to 1940 
period. The investment item again increased very significantly 
both on an absolute and relative basis. This, of course, was the 
result of the purchase by the banks of very large volumes of gov- 
ernment securities. It is also during this period (1940 to 1947) 
that the relatize size of bank equities shrank to unprecedented 
levels. At the present time, bank equities constitute only about 
6 per cent of total bank assets. 


No other type of business operates on as thin an equity as do 
banks. This, of course, in itself does not prove that bank equities 
are inadequate because the nature of their assets is considerably 
different from the assets of other types of businesses. It is of 
interest, nevertheless, to keep in mind that the equity of railroads 
amounts to some 50 per cent of their assets, and for public utilities 
there exists a somewhat thicker equity probably averaging about 
60 per cent. No summary figures exist for the entire field of 
industrials but the equities for such businesses probably average 
in the neighborhood of 80 per cent. 


The principal justification for banks having equities considerably 
lower than that of any other type of business is that the principal 
liabilities of the banks, deposits, arise as a result of the creation 
of bank assets. Thus, there is a tendency for the principal earning 
assets and the deposits of the banks to increase and decrease 
together. 


The fundamental question of the adequacy of bank equities must 
be answered in relation to whether a decline which might take 
place in the value of the assets of a bank would cause the solvency 
of the bank to be in jeopardy. Referring to the distribution of the 
assets and liabilities of banks as a whole at the present time, it 
will be recalled from our previous analysis (Table 1) that a 
shrinkage of about 7.5 per cent in the principal earning assets of 
the banks would entirely wipe out the owners’ equity. (Loans and 
investments constitute approximately 80 per cent of the total 
assets, and equity is equal to only 6.0 per cent of total assets; thus 
a shrinkage of 7.5 per cent in 80 per cent of the assets would leave 
no owners’ equity whatsoever). We mean here, of course, an 


3 For more detailed information on this point, see L. A. Froman, “Owners’ 
Equity in Banks and Other Corporations,” The Journal of Business of the 
University of Chicago, January, 1934. 
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actual decline in the valuation of existing loans and investments, 
and not merely a decrease in the volume of loans and investments 
which is accompanied by a corresponding decrease in deposits. Is 
there any likelihood that the asset value of the loans and invest- 
ments in banks may shrink by as much as 7.5 per cent in the fore- 
seeable future? 


There is nothing unique or specialized in the way banks deter- 
mine the amount at which loans are carried on the bank’s balance 
sheet. Because of the insistence of bank examining officers or 
because of the considered judgment of the bank management, cer- 
tain loans may be written down or are entirely written off; other- 
wise, all loans are carried at their face value. There are, on the 
other hand, very specific policies relating to the evaluation of the 
investments of banks. Since the great bulk of investments is made 
up of United States government securities, the method used by the 
banks in determining their asset value is very important. Banking 
policy in this respect is to carry government bonds at face value 
and not at market price which may be above or below the face 
value. Under present market conditions (which are not greatly 
different from those which have prevailed for the past ten years 
or so) this gives to the banks some excess of market value of their 
government bonds over the value at which they are carried on 
their books. It is clearly understood by the banks and examining 
agencies, however, that should the market price of government 
bonds fall below their face value, the banks would not be required 
to write down the value of such assets below that at which they 
are being carried, namely, face value. Such a policy, of course, 
places the bank in the unique position of having at least the book 
value of their most important asset guaranteed against reductions 
in price. 


The fact that banks would not be forced to write down the book 
value of their government bonds in case the market price went 
below. the face value does not entirely answer the question as to the 
adequacy of bank equity. If the market price of government bonds 
fell to approximately 90, the market value of the assets of the 
banks (assumed no change in the value of loans) would be only 
enough to support depositor claims and all equities would be en- 
tirely wiped out. True, as we have stated, the assets would not be 
written down to less than face value, but the soundness of a busi- 
ness which is carrying an asset at a value considerably above its 
market is certainly questionable. Most of us do not believe that 


4A discounted note, of course, is carried at its discounted value. 
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the market price of government bonds is likely to fall to 90 within 
the foreseeable future, but we must constantly keep in mind that 
such a decline has occurred in the past and is certainly not beyond 
the realm of possibility. 

It should not be assumed, of course, that it is necessary for the 
entire equity of the banks to be wiped out before they are in serious 
difficulty. Capital stock accounts constitute only approximately 
35 per cent of the total capital accounts of the banks. Any bank 
is in serious difficulty as soon as there is any impairment of its 
capital stock. In other words, as soon as two thirds of the equity 
(4 per cent of the assets) have been wiped out, the banks are in 
serious difficulty. In order to wipe out 4 per cent of the total 
assets, it would be necessary for loans and investments to shrink 
only 5 per cent in value. 


In further support of the protected position of banks in respect 
to the asset value of government bonds, there has been a tendency 
in recent years to state bank equities as a percentage of assets 
other than cash and government bonds. At the present time, bank 
equities constitute approximately 25 per cent of the total assets 
other than cash and United States Government obligations. This 
percentage has not changed perceptibly during recent years. 

Bank examining bodies and bank executives have sometimes used 
a “rule of thumb” formula of 10 per cent, or ten to one, as a cri- 
terion of the adequacy of bank equities. The strongest claim for 
the use of such a figure (10 per cent) probably results from 
precedent. In other words, in the past there has been a tendency 
for most bank equities to be above this amount (table 1 indicates 
this to be the case as late as 1940). Banks are currently being 
reminded by examining agencies that their equities are not up to 
the 10 per cent standard. 

Another line of reasoning may be followed by those who see no 
danger in the present equity position of banks by pointing to the 
protection of the Federal Deposit Insurance Corporation. Even 
assuming that individual banks may experience asset shrinkages 
which will leave them in a questionable solvency position, are not 
the depositors of these banks “bailed out” by the Federal Deposit 
Insurance Corporation? Certainly we cannot quarrel with the 
position that the Federal Deposit Insurance Corporation would 
take care of a high percentage of depositors’ claims of failed banks 
if not too many of them failed. The writer, however, seriously 
questions the plausibility of giving any consideration to the 
existence of the Federal Deposit Insurance Corporation as a factor 
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in justifying a thin equity. One of the standard criticisms of any 
system of guaranteeing banking deposits is that it tends to encou- 
rage “reckless banking.” Merely because we have provided a 
remedy in cases of catastrophies is no reason whatsoever for 
encouraging or in any way pursuing a policy which will bring those 
catastrophes nearer. In other words, merely because we have the 
Federal Deposit Insurance Corporation should not in any way 
affect our attitude toward the desirability of a sound management 
policy for our banks. 


Probably the most common reason given for the lack of great 
concern over the thinness of bank equities at the present time is. 
that the quality of bank assets is, after all, the most important 
factor in determining the safety of depositors’ and owners’ funds. 
Proponents of this line of reasoning point out that some of our 
greatest waves of failure have occurred when banks had the 
thickest equities or at least much thicker equities than they have 
today. 

This sort of reasoning seems to the writer to be extremely weak. 
Carried to its logical conclusion, it would make the need for equity 
capital entirely unnecessary as a safety or “cushion” factor. So 
long as the quality of assets was assured, no risk to depositors 
and investors would be involved even though there was no equity. 
It seems reasonable to assume that there are inherent risks in 
any kind of business. To be sure, these risks vary from business 
to business and from time to time, but we do not ever seem to 
reach the point of having riskless ventures. Banks are certainly 
no exception to this principle and so long as they grant loans, some 
risk will be involved and this will be true even if they hold only 
government bonds. Even the factors of possible embezzlement and 
operating losses involve some risk. The significant consideration, 
therefore, seems to be only one of how thick the equity should be. 
The conservative position will always dictate an equity which is 


considerably in excess of what the average bank emergency might 
call for. 


Placing any pressure upon the banks to maintain the highest 
possible quality of assets, is closely related to what the writer 
believes is the most important general policy consideration facing 
the commercial banks today. Should the banks accept greater loan 
risk and in so doing, more nearly satisfy the demands of business 
for “venture” capital? Bank managements are confronted with 
the problem of satisfying the conflicting interests of depositors, 
owners and bank examiners on the one hand, and potential cus- 
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tomers (borrowers) on the other. From the point of view of the 
owners, depositors and examiners, bank management desires to 
keep the quality of all assets above any possible reproach. Can 
this be done, however, if the banks are to meet the responsibility 
of furnishing venture or risk capital to commercial borrowers? All 
indications of the past decade or so point toward the banks’ main- 
taining a higher quality of assets. In the writer’s opinion, this 
should not necessarily be considered as a favorable result from the 
point of view of the overall functioning of the banking system. 
There are some indications that this has been accomplished at the 


_ expense of the banks’ furnishing less risk capital to business. 


We are not here proposing that banks deliberately reduce their 
standards of loaning and investing just for the sake of acquiring a 
lower quality asset, but we are suggesting that if the commercial 
banks are to fulfill the responsibility which most of us believe they 
have, it may be necessary for them to accept assets bearing higher 
risks. This problem is mentioned merely to emphasize that a com- 
mercial banking system which has high quality assets, which 
would, in turn, permit it to operate safely on thinner equities, may 
not necessarily be the banking system which is most nearly satis- 
fying its responsibility of satisfying the short-term capital needs 
of business. 

What accounts for the present low equity position of the banks? 
Is this merely an oversight on the part of bank management— 
something they have neglected to provide as a requisite to expan- 
sion? Inertia and the state of the market for new securities, no 
doubt, have played a part but there are definitely favorable aspects 
of permitting bank assets to grow without corresponding increases 
in equity. The principal advantage to the banks for operating 
with such low equities is that it permits a greater earning power 
on the owners’ capital investment. If, for example, bank equities 
were to be doubled at the present time (assuming no change in 
assets), the earning power of each dollar of capital invested in 
banks would be cut in half. No business is anxious to take such 
a step. 


How serious a matter is it if banks increase their equities and 
thus reduce their earnings? We pointed out at the outset that 
some students of banking are worried about the present excessive 
earnings of banks. We did not accept this point of view but we 
do agree that banks have been relatively profitable during recent 
years. No one wishes to reduce the profitableness of any business 
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merely for the reason that it is profitable but we believe that 
equities should be thicker for reasons of sound management. 


The most necessary step involved in thickening the equities of 
banks would be the sale of new securities. Would this be a difficult 
thing to accomplish today? The writer believes not, as there is a 
great deal of evidence to indicate that, while banks are in a rela- 
tively comfortable earning position, they can raise new funds under 
relatively favorable terms. If the banks had been asked to raise 
new capital in the middle of the 1930’s, an entirely different situa- 
tion would have existed because they would have found the sale of 
new securities extremely difficult. 

The writer is still of the opinion that, if the thickening of 
equities is a desirable move, then it should be done even at consid- 
erable cost. What has just been said, however, indicates that the 
banks could thicken their equities by selling securities to the public 
at favorable prices. Furthermore, thicker equities would not reduce 
earnings to the point where they will be inadequate as a percentage — 
return upon invested capital. 

Perhaps the most talked about reform proposal relating to the 
conduct of commercial banking business at the present time is that 
popularly known as “100 per cent money.” Under such a plan, 
banks would no longer create deposits far in excess of the cash 
which they hold.5 Our traditional bank expansion policy would 
thereby be eliminated. 

The increase in bank equities would not, of course, be a substi- 
tute for the end accomplished under the 100 per cent money plan. 
There is little doubt, however, that thicker equities would improve 
the position of the banks with respect to their ability to meet emer- 
gencies resulting from a shrinkage in asset values. This would 
not be true of concentrated “runs” on a bank taking place over 
short periods. 

As a possible offset to reduced earnings which would result from 
an increase in bank equities, the banks might increase their service 
charges. This would not be a new activity, for charges for many 
types of services are currently being made by the banks, Such 
practices became common after the depression of the early 1930's. 
It is probably still true, however, that the costs for many services 
which the banks perform are not as yet being met by the users of 
these services. Banks, therefore, may extend service charges con- 
siderably without going beyond the costs to the banks of rendering 


5 There are many variations to the 100 per cent money plan, but most of 
the plans call for as much cash on hand as there are depositor claims. 
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the services. In most cases, we consider it businesslike for all 
costs to be borne by the users of the services. Certain public func- 
tions of the government, of course, are exceptions to the rule. But 
so long as banks remain under private ownership and control, it 
does not seem unreasonable to expect the users of bank services to 
pay the costs of such services. 

It is the writer’s opinion that banks are lending encouragement 
to more drastic reform proposals by operating with such thin 
equities. Much more important, however, is the consideration of 
present bank equities in terms of their adequacy to meet possible 
shrinkages in assets. It is here maintained that the amounts which 
owners are furnishing to the banks are inadequate for conserva- 
tive operation of such businesses. 
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THE USE OF SINKING FUNDS IN PREFERRED STOCK 
ISSUES 


By H. LAWRENCE WILSEY 
Cornell University 

All war and postwar periods are characterized by dynamic busi- 
ness and financial conditions. As the conditions become more and 
more dynamic, changes are accentuated that previously had been 
slowly taking place, and changes arise that previously had not 
existed. Experience is gained at a far more rapid pace than dur- 
ing periods of business stagnation, and the adjustments resulting 
from the increase in experience and knowledge take place in a far 
shorter period of time. At the present time one of these changes 
that has become significant in the field of corporation finance is the 
growing use of sinking fund provisions in preferred stock issues 
to provide for their retirement. 

While sinking funds have long been extensively used in bond 
retirement, their use in conjunction with preference shares, though 
not a new phenomenon, has grown to its present position at a 
markedly increasing rate only during the past few years. Of the 
preferred stocks initially offered during the past six years that 
were listed for trading on the New York Stock Exchange on Jan- 
uary 1, 1947, over half contain sinking fund provisions. 

Taking the form of a contract between the corporation and the 
stockholders, the sinking fund provision generally provides that 
the corporation is to allocate earnings each year to a fund to be 
used to redeem a portion of the outstanding preferred stock. The 
ultimate goal of such a program is, of course, the removal of the 
preferred stock from the capital structure. 

What effect does this type of a provision have upon the nature of 
the preferred stock itself? Historically the stockholders have been 
the owners of the corporate firm, and the bondholders, if any, have 
been the creditors. Preferred stock grew up between the pure 
common stock and the bond as a hybrid type. Sometimes it has 
possessed most of the rights of owners with many of the prefer- 
ences over the common stock that had previously been retained for 
creditors, but more frequently, through the use of numerous lim- 
iting clauses in the stock contract, it has possessed few of either. 

As an ownership security preferred stock was at first looked 
upon, as common stock long had been, as an evidence of ownership 
that was to remain outstanding as long as the corporation retained 
its existence. While bonded indebtedness was generally designed 
to reach maturity after a specified period of time, ownership con- 
tinued in the firm until the firm was itself liquidated. The com- 
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mon law rule was long that the corporation could not reacquire 
its own shares. For preference shares statutory law first allowed 
this rule to be broken in permitting provisions to be included in 
the stock contract that would allow the corporation to redeem the 
stock, or any part of the stock, at its option. When the preferred 
stock issue is now offered with an additional set of specific provi- 
sions that over a period of time guarantee that the issue will be 
retired the result is to give this ownership security another of the 
aspects of bonded indebtedness and at the same time take from it 
another of its ownership aspects. A program of this sort has as 
its ultimate result a shift to common stock financing. In the 
interim periods earnings available for expansion and common stock 
dividends are reduced, the position of the common stock is con- 
stantly improved, and the preferred issue is itself strengthened. 
If the preferred stock should have any voting rights the common’s 
position is also improved, but far less effectively than if more 
rapid redemption were carried out. 

The importance of this transformation of preferred stocks from 
its purest character into the role of an unsecured quasi-bondholder 
becomes even more apparent when the magnitude of the shift from 
bond to preferred stock financing that has taken place during the 
past ten years is also considered. Not only have favorable finan- 
cial market conditions led to redemption of high dividend rate pre- 
ferreds out of funds derived from the sale of new low rate pre- 
ferreds, but bond issues have both been redeemed and “refunded” 
with funds derived from this convenient source. This trend was 
most noted among industrials immediately before, during, and 
after the war period, when plant expansion, working capital needs 
and reconversion costs were financed by new preferred stock offer- 
ings. 

Frequency of Sinking Fund Use 

A study made of the domestic preferred stocks listed for trading 
on the New York Stock Exchange on January 1, 1947, reveals 
many facts concerning the growing frequency of offering of pre- 
ferred stock with a sinking fund provision, as well as of trends in 
preferred stocks in general.1 Of the 382 listed issues, 114 or 29.8 
per cent contain provisions for compulsory retirement through the 
operation of sinking funds. Of those offered during the war expan- 
sion and reconversion periods from 1943 through 1945, 51.8 per 
cent, or 82 out of 162 issues, have this sort of retirement provision. 


1A random sampling of preferred stocks listed on other exchanges, and 
those of smaller corporations not listed on an exchange, bears out the general 
conclusions of this study. This is particularly true of stocks offered since 1925. 
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Some idea of the rate at which this change has come about over 
the past fifty years can be gained from Table 1 in which the 382 
listed securities are classified as to the date of their original offer- 
ing and their use or non-use of a sinking fund.2 

Industrial corporations, as classified by Moody’s, make up by far 
the great majority of the preferred issues containing sinking funds 
as well as the majority of the preferreds traded on the Exchange. 
Two hundred eighty-two of the 382 listed securities fall within 
this classification. Of these, 109 or 38.7 per cent have a provision 
for sinking fund retirement. Machinery and chemical manufac- 
turers and retail stores are the most frequently represented fields. 
Manufacturers of other durable and nondurable goods follow in 
importance. 

Falling within Moody’s classification as public utilities are 58 
preferred issues with but 2, or 3.5 per cent, classed as sinking fund 
stocks. The two companies are Greyhound Corporation and Pan- 
handle Eastern Pipe Line Company. No operating electric, gas, 
water, or communications companies have sinking fund preferreds 
listed on the New York Stock Exchange. 


TABLE 1 


FREQUENCY OF USE OF SINKING FUNDS IN PREFERRED STOCKS 
LISTED ON THE NEW YORK STOCK EXCHANGE, JANUARY, 1947 
Year 


Originally Sinking Funds No Sinking Funds 
Offered Number PerCent Number PerCent Total 
1946 31 45.6 37 54.4 68 
1945 88 60.3 25 89.7 63 
1944 9 47.4 10 52.6 19 
1943 6 50.0 6 50.0 12 
1942 1 20.0 4 80.0 5 
1941 3 25.0 9 75.0 12 
1940 ..... 3 75.0 1 25.0 4 
1935-1939 10 18.9 4 81.1 53 
1930-1934 0 0.0 15 100.0 15 
1925-1929 i 16.7 35 83.3 42 
1920-1924 1 7.7 12 92.3 13 
1910-1919 3 10.3 26 89.7 29 
1900-1909 2 6.9 27 93.1 29 
Before 1900 0 0.0 18 100.0 18 
Total 114 29.8 268 70.2 382 


Source: Moody’s Manuals of Investments, 1919-1947 and New York Stock 
Exchange Listing Statements. 


2 Keister reported in a study made following the first World War, that of 
133 preferred stocks issued between 1916 and 1921, half small and half listed 
on national exchanges, 74 per cent contained sinking fund provisions. This 
apparent discrepancy between his figures and the data presented in Table 1 
is to be accounted for in the choice of corporations composing the two sam- 
ples. The true frequency of occurrence for all preferred stock issued durin 
this period is, in all probability, somewhere between these two extremes. Cf. 
A. S. Keister, ‘Recent Tendencies in Corporation Finance,” Journal of Polit- 
ical Economy, April, 1922, p. 264. 
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Of the 34 listed preferreds issued by railroads only one contains 
a sinking fund provision, and this stock is of the Alleghany Cor- 
poration, a pure holding company. Of the eight listed financial 
corporation securities, two, the preferreds of the City Investing 
Company and the General American Investors Company, Incor- 
porated, provide for sinking funds. 

The trend, particularly among industrial companies, is quite 
evidently one toward a far more frequent use of some plan to pro- 
vide for the eventual retirement of their preferred stock. What, 
then, is the nature of these retirement plans that are being included 
and what has been the result of their use? 


The Nature of Sinking Fund Provisions 


As would be anticipated, the provisions for sinking funds vary 
widely from one stock issue to the next. The strength and nature 
of the contractual stipulations for any specific issue are primarily 
dependent upon the needs of the corporation, foresight of the direc- 
tors, demands of possible security purchasers, and current prac- 
tices in use among the legal and banking firms that aid in the 
drafting of the stock contract. 

Points most frequently well defined in the contract include fre- 
quency of the sinking fund payments, date of beginning payments 
and of subsequent payments, and the amount or method to be used 
to compute the amount of the payment. The method of operating 
the fund is generally determined, prices to be paid for the securi- 
ties acquired for the fund are listed, and the operator of the fund 
is designated. The requirements of the preferred stock funds are 
far less formal and less severe than are those of the usual bond 
sinking fund. 


In nearly all cases payments by the corporation are required to 
be made to the preferred sinking fund on an annual basis. Less 
than 5 per cent of the issues call for semi-annual payment. The 
payment dates are generally the end of the fiscal year, though 
some issues specify arbitrary dates and others designate the reg- 
ular dates of preferred dividend payment. 

The amount of the annual sinking fund payment is determined 
primarily by the needs of the specific company and what the direc- 
tors feel to be its future payment capacities. Of the 114 sinking 
fund preferreds listed on the New York Stock Exchange on Jan- 
uary 1, 1947, a majority were required to make annual payments 
sufficient to retire a given percentage of the maximum amount of 
the stock ever issued. The Flintkote Company’s $4 Cumulative 
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Preferred is most typical in that the Company is required to pay 
into the sinking fund annually a sum sufficient to redeem 2 per 
cent of the largest number of shares ever issued. It is interesting 
to note that at this rate the issue will be retired after 50 years 
of payments. The less frequent requirement of 1 per cent would 
require 100 years, and a 3 per cent requirement, 34 years. The 
very few securities that require payment sufficient to retire a fixed 
percentage of stock outstanding as of a given day of the preceding 
year could, of course, theoretically, never be completely retired by 
sinking fund action alone. 

Requirements of this fixed percentage type can be objected to 
primarily because there is no relationship between the require- 
ments and the ability of the corporation to meet them. The chief 
advantage, however, is that the earnings in good years are made 
available to the common stockholders after a minimum require- 
ment has been met. 

About 35 per cent of the issues have annual requirements based 
directly or indirectly upon the earnings of the corporation during 
the preceding year. About half of these require that a given per- 
centage of consolidated net income, after fixed charges and pre- 
ferred dividends have been paid, be allocated to the fund. This 
required percentage ranges from a low of 3 per cent to a high of 
50 per cent. The most frequent requirement is 10 per cent, and 
the average only slightly above that. The other half, in addition 
to a percentage of income requirement, impose some maximum pay- 
ment, minimum payment, or payment range restriction. Maximum 
payment restrictions are included primarily again for the pur- 
poses of making more of the earnings available to common stock- 
holders and of avoiding a too rapid retirement of the preferred. 
Minimum requirements are to insure the completion of the retire- 
ment regardless of income in a given year. 

The remaining issues contain a variety of requirements. About 
7 per cent call for payment of a fixed sum of money each year. Two 
issues contain progressive schedules. Three require payment of 
all income within a given range. 

In all cases payment into the sinking fund is to be made chiefly 
out of current earnings. The general rule is that payment be made 
after fixed charges and preferred dividends, though this order is 
altered in the 414 per cent Cumulative Preferred of Lane Bryant, 
Inc., where payment is to be made to the fund before payment of 
preferred dividends. A provision of this nature makes the sinking 
fund claim in effect a fixed charge to both the preferred and the 
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common stocks. At least two corporations, the Hat Corporation 
of America and the Maytag Company, specify that if requirements 
cannot be met for a given year out of current earnings the com- 
pany may make sinking fund payments out of assets available for 
dividends. 

Those sinking funds with annual payments contingent upon 
earnings are obviously noncumulative in requirement. However, 
those few in which the corporation is required to set aside funds 
sufficient to retire a given percentage of the maximum outstand- 
ing stock and those that require the firm to set aside a specified 
amount of money or retire a given number of shares, can have 
either cumulative or noncumulative requirements. Over half of 
the securities with requirements of this nature are specifically 
cumulative. The Minneapolis Moline Power Implement Company 
has an annual cumulative payment requirement equal to 3 per 
cent of the maximum number of shares ever outstanding. The 
100,000 shares of stock were first issued in 1929 and the sinking 
fund was to begin operation in 1935. As of October 31, 
1946 the fund was in arrears to the extent of 36,000 shares. 
Earnings were low or a negative figure during this whole period. 
No dividends, of course, were paid on the common stock. 


With cumulative requirements the question arises what rights 
are possessed by the preferred stockholders and what means of 
recourse do they have in the event sinking fund payments are not 
made when due. It has generally been held in legal actions that 
the sinking fund provision is a valid contract, but payments can- 
not be forced if the action would result in the insolvency of the 
corporation or impair the position of the creditors. Where the 
inability to meet sinking fund requirements without jeopardizing 
creditors has existed over a period of time the court has decreed 
that the corporation take proper means to accomplish redemption 
of stock, such as present payment of part of the due amount and 
payment of the balance in installments‘. 


One legal writer suggests that if the contract were improperly 
drawn so that payments were required to be made regardless of 
the availability of current or accumulated earnings, an obligation 
of the corporation would be created rather than a preferred stock. 
Receivership, or other action, could be used by the stockholders 

3 Ammon v. Cushman Motor Works, 258 N. W. 649 (1935); Campbell v. 
Grant Trust and Savings Co., 182 N. E. 267 (1932); Booth v. Union Fibre 


tr ny N. W. 307 (1919); Hurley v. Boston R. Holding Co. 54 N. E. 2d, 183 
944). 


4 Mueller et. al. v. Kraeuter & Co. Inc. et. al. 25 A. 2d. 874 (1942). 
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to force payment, though not at the expense of the creditors5. 
The only actual case approaching this point appears to support 
his contentions in that it was held that the terms of the security 
contract, and not the title, determined the nature of the relation- 
ship between the holder and the corporation. So-called stock may 
be issued in such a way as to make the transaction strictly a bor- 
rowing, and the certificate an evidence of indebtedness. But the 
rule is followed that instruments having attributes commonly at- 
tached to preferred stock as such will, when the rights of creditors 
are involved, be looked upon as stock unless a contrary intent 
clearly appears®. In actual practice cases to force payment of 
preferred sinking fund arrearages occur proportionately less fre- 
quently than do the rare cases to force bond sinking fund pay- 
ments. 

A few corporations with noncumulative sinking fund require- 
ments make the requirements cumulative to the extent earned, 
much as is provided at times in noncumulative dividend preferreds. 

In most bond issues when a sinking fund is provided for retire- 
ment the fund is under the observation, if not under the actual 
control, of a sinking fund trustee or the regular trustee for the 
bondholders. However, in preferred stock practice it is the excep- 
tion rather than the rule when the management of the fund is in 
the hands of some agency other than the corporation. Almost 
never is the preferred stock fund handled with the same degree of 
formality that it receives in bond issues. In only about 5 per cent 
of the studied securities does a person outside the corporation have 
any contact with the fund. In these cases the operations are carried 
‘out by specially designated sinking fund agents or the regular 
transfer agent of the company. Generally this is more a matter of 
convenience than of precaution. 

All of the sinking funds in the group of securities traded on the 
New York Stock Exchange are operated by purchase of the pre- 
ferred stock that the fund is established to retire. Two methods of 
acquiring the stock, purchase and call, are used with numerous 
variations. The largest single group allow the corporations to 
attempt to purchase the security at below the call or redemption 
price either by private purchase or on the open market. In most of 
these cases if the full amount required cannot be procured by 
either of these methods the corporation is then required to call for 
tenders, call the stock by lot, or call shares at random. In many 


5 Grossman, Isador, “Corporate Securities—Especially Common and Pre- 
ferred Stocks,” American Bar Association Journal, Feb., 1931, p. 129. 


6 Best v. Oklahoma Mill Co. et. al., 124 Okla. 135 (1926). 
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cases the board of directors is allowed much freedom of choice in 
method. 


The price that the corporation is to pay is always stated in the 
original stock contract. For those stocks that may either be pur- 
chased or called the price stated is usually the regular call price 
or less. Stocks that are redeemable only by call are paid for at 
either the regular call or redemption price or a stated sinking 
fund call price. In a small number of cases stocks ara purchasable 
or callable at the liquidation price or less, or at the par value or 
less. 


In many cases the corporation is allowed to purchase the stock 
at any time that it is available and credit it to the sinking fund 
in lieu of cash on the date the annual payment falls due. This prac- 
tice allows the company to take advantage of favorable prices, to 
sustain the market during periods of falling prices if deemed 
desirable, and to prevent abnormal fluctuations in market price 
due to purchase of the entire annual requirement at a single time. 
Also, if purchases can be made at a price below the par or stated 
value the capital surplus of the firm will be increased. 

In some 15 per cent of the issues provision is made only for 
purchase of the stock. No provision is included for call of the 
stock in the event that the market price prohibits purchase. In 
these cases there is generally a purchase period during which the 
money in the fund must be applied to the purchase of the required 
number of shares. The period varies from a period of weeks to a 
limited number of months. Provisions of this sort give rise to the 
problem of what the corporation is to do with the unexpended 
funds at the end of the purchase period or the end of the fiscal 
year. The practice most current is to state in the contract that all 
unexpended funds are to revert at the end of the purchase period 
to the corporation’s use for general purposes. The effect is, of 
course, to prevent the operation of the fund during periods of high 
earnings when the corporation is most able to allocate money for 
stock retirement purchases. 

Money in preferred sinking funds has never taken on the char- 
acter of funds in trust for the benefit of the creditors. The only 
specific protection that has been offered by the courts to the pre- 
ferred stockholders’ interests has been aimed at a clarification of 
their rights under the rather common charter provision that allows 
any money credited to the sinking fund to be used for general 
corporate purposes until expended for the purchase of the stock. 
The rule established is that such use of the fund money does not 
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permanently extinguish the fund. The stockholders still have the 
right to have their stock redeemed even though there are now no 
specific assets allocated for the purpose. The use of the cash by the 
corporation is in reality a temporary loan that must be repaid to 
meet the prior agreement to redeem the stock. Such a provision 
merely allows the corporation to use the money for productive pur- 
poses during the interim period when it would otherwise have 
remained idle. Such a provision cannot be construed as one allow- 
ing the corporation to extinguish the fund at will and appropriate 
its content to other purposes.7 


After acquiring the shares as required each year, the problem 
of disposal arises. In bond sinking funds the acquired securities 
are preferably kept alive. In preferred stock sinking funds, how- . 
ever, the general practice is to retire the shares with a stipulation 
that they not be reissued. Only a requirement of this nature would 
produce the desired retirement, though if the preferred were kept 
alive in the funds dividends accruing to the stock could speed the 
retirement of the issue as a whole. This would again reduce the 
funds available for immediate payment to common stock, however. 


The Preferred Stock Sinking Fund in Operation 


The operational effects of the use of sinking funds were observed 
in two ways. The records of each corporation were investigated 
to determine absolute results, and complete ratio analyses were 
made for thirty of the issues. These stocks were selected as particu- 
larly representative of the group as a whole and because their 
funds had been in operation long enough for results to become 
apparent. As would be anticipated no major changes in the finan- 
cial position of any corporation was found. Some idea of the pos- 
sible effects was gained, however, and changes in the amount of 
preferred stock outstanding that had taken place in many cases 
were seen. 


Some changes that have taken place in the capitalization of the 
firms that have had sinking funds in operation over a period of 
years are particularly to be noted. Improvements in the position 
of the common stock was most apparent in the cases of the Frue- 
‘hauf Trailer Company, Cooper-Bessemer Corp., Chicago Pheu- 
matic Tool Co., Devoe and Reynolds, and the Pet Milk Company. 
The Thompson Starrett Co., Inc., has redeemed 70,740 shares of 
an authorized 134,736; the Real Silk Hosiery Mills, Inc. 5,295 of the 
8,359 shares authorized; and the Matheison Alkali Works 7,919 


7 Ammon v. Cushman Motor Works, 258 N. W. 649 (1935). 
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of the original 35,000 shares. In all of these cases it is quite appar- 
ent that the sinking fund device is operating as it was designed to 
operate and the desired results of preferred retirement and a shift 
to common stock financing are being obtained. 

These reductions in the total amount of preferred stock outstand- 
ing have had the effect of reducing annual preferred dividend 
charges and therefore over a period of time have allowed a greater 
proportion of the earnings of the firm to go to the common stock. 
Eventually the position will also. be reached where no fixed divi- 
dend payments will be required that could present difficulties 
during periods of reduced earnings. 

The inclusion of a sinking fund provision has no apparent effect 
on the market price of the security. It would seem reasonable, 
however, that the sinking fund call price would place even a 
stronger ceiling on any upward price movements than the regular 
call provision has, since the eventual “maturity” of the stocks is 
insured. 

The ratio studies indicate that the effects that the use of the 
sinking fund system have had upon the earnings and dividends of 
the common stock, upon the number of times preferred dividends 
and fixed charges are earned, and upon the earnings and dividends 
of the preferred stock, while in the direction anticipated, are quite 
negligible in the great majority of the cases. This is due both to the 
fact that the majority of the funds have been in operation only a 
few years and to the fact that in most cases the annual require- 
ments are insignificant in comparison to the other financial activi- 
ties of the company. 

The studies did reveal, however, that in the companies required 
to redeem a fixed number of shares each year, or a given percen- 
tage of the previously issued stock, the requirement has, on the 
average, necessitated setting aside about 11 per cent of the 
annual earnings. The companies required to set aside a fixed 
percentage of the earnings averaged 11.1 per cent of annual earn- 
ings. It is probable that if a depression period should occur, how- 
ever, there would be no such close agreement between the require- 
ments under the two different methods. 


Conclusions and Summary 


From the studies made of the nature and operation of preference 
stock sinking funds, conclusions can best be drawn from two view- 
points, that of the corporation and that of the investor. 


To the investor the inclusion of the retirement plan offers the 
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disadvantages of limited life of the investment, required redemp- 
tion of the security at a date that cannot be previously determined, 
and required redemption at a price that may be below the current 
market price or that price at which the investor purchased the 
security. It is possible on the other hand that the method may 
give the investor the advantages of a better market for the stock 
when the corporation is required to buy before making a call, im- 
proved position of the preferred shares that remain unredeemed, 
and assurances that the principal will eventually be repaid, if the 
investor should deem this desirable. However, the last advantage 
would come about only during periods of good earnings, during 
periods when the market price would be high enough to allow 
recovery of the purchase price on the open market in any event. 
All in all, the average investor has taken little note of preferred 
sinking funds, and has as yet been little affected by them. 


Some investing institutions have taken whole issues of preferred 
stock that contain a sinking fund provision. Apparently they, in 
these cases, deem it to be an effective device to insure repayment 
of principal, and still to obtain a higher rate of return by invest- 
ment in preferred stock than in bonds. 


To the issuing corporation, on the other hand, the device offers 
many possibilities that, to date, have not been fully exploited. 
Funds can be obtained at times when security market conditions 
make it less expensive to issue preferred stocks than to issue bonds 
and at the same time plans can be effectively laid to replace the 
preferred with equity funds over a period of years. To gain full 
advantage the sinking fund contract must be properly drawn, 
however. As has been pointed out, annual requirements should be 
based upon earnings with maximum and minimum numbers of 
shares required to be retired annually to insure neither too rapid 
nor too slow redemption. Cumulative provisions of any sort should 
be avoided, as should requirements that might reduce any previ- 
ously accumulated surplus. Payments should be required to be 
made in cash and the cash used during the year to purchase stock 
on the open market. A call provision to allow the redemption at 
near the par or stated value, if open market purchase is impossible, 
is a “must”. In many cases it might also be desirable to allow the 
corporation to make excess purchases during the periods of pros- 
perity and take credit for them in future years when funds are 
not currently available. 

Disadvantages to the corporation are few. A properly drawn 
clause can avoid the major disadvantages such as requirements 
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beyond earning capacity and requirements that retire more slowly 
than needs. 

As a whole the study seems to indicate that the use of sinking 
funds is the most effective device available to achieve the retire- 
ment of preferred stock according to a plan. At the same time, it is 
disadvantageous to the investor only over a long period of time, 
with most of these disadvantages being compensated for by off- 
setting advantages. Since the advantages to the corporation are 
potentially great, and the inclusion of the provision apparently 
has had little effect on the marketability of the security, the future 
will probably see even greater use made of sinking fund retire- 
ment plans. A period of years will be necessary to determine the 
total effect of the provisions. The intelligent use, or abuse, of these 
provisions by corporations will determine their long-run accepta- 
bility to investors and their long-run effectiveness to the corpora- 
tion. 
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THE AVAILABILITY OF CAPITAL TO SMALL BUSINESS 
IN CALIFORNIA IN 1945-1946 


By PAUL F. WENDT 
University of California 


The Problem 


Many factors encouraged the formation of small manufacturing, 
trade and service enterprises in California after V-J day. A sub- 
stantial number of the estimated 800,000 veterans returning to 
California sought freedom for initiative and independent action in 
the establishment of new business enterprises. Prior to World War 
II California’s manufacturing establishments were predominantly 
in the food, apparel, lumber, furniture, printing, stone, clay and 
glass lines, in which the small firm is characteristic. As a result of 
high discontinuance rates during the war and few new entries, 
there were fewer concerns in many small business lines in 1945 
than there were in 1941. Increased population, rising prices and a 
large consumer demand had made small manufacturing, retail and 
service businesses profitable. 

Because of the great importance to her economy of small busi- 
ness, the influx of population during and after the war and the 
decline in the wartime shipping and aviation industries, it was a 
matter of serious concern to the state of California that optimum 
conditions be present for the formation and profitable operation 
of small businesses. Consequently, in 1945, the California State 
Reconstruction and Reemployment Commission requested the 
Bureau of Business and Economic Research of the University of 
California to undertake a study of the availability of capital for 
postwar investment in California with particular emphasis on the 
problems of small business. This paper summarizes the essential 
conclusions from the report submitted to the State Reconstruction 
and Reemployment Commission in December, 1946.1 

Five steps were followed in carrying on the investigation: 

1. Previous studies of small business problems were sur- 
veyed to determine the facts available for analysis and 
the previous conclusions drawn. 

2. Criteria were established for measuring the adequacy 
of present facilities for furnishing capital to small 
business in California. 


1P. F. Wendt, The Availability of Capital to Small Business in California. 
Submitted by the Bureau of Business and Economic Research, University of 
California, to the California State Reconstruction and Reemployment Commis- 
sion, December, 1946. The support of the State Reconstruction and Reem- 
ployment Commission is gratefully acknowledged. 
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3. The availability of capital to small business in the . 
State was appraised by examining the volume of capi- 
tal made available in 1945 and 1946 by various insti- 
tutions and the terms and conditions under which 
these funds were made available to small business. 


4. The conclusions were tested by a series of personal 
interviews with small business concerns in the Bay 
Area which had undertaken expansion in facilities or 
were newly established in 1945-46. 


5. National and local proposals for assisting small busi- 
ness were considered and recommendations formula- 
ted for action by the state of California. 


Survey of Previous Studies 


Solution of the special problems of small business was the sub- 
ject of national and local consideration by public and private 
groups for a decade prior to World War II, and is considered a key 
problem in maintaining full employment and prosperity in the 
postwar years.2 Examination of previous reports on the subject, 
which cannot be described here, revealed general agreement among 
writers on the major factors contributing to small business prob- 
lems, but also revealed the absence of any well organized national 
or local data upon which to base conclusions. 


Proposals of individuals and groups studying the problems of 
small business have been directed toward removing the competitive 
disadvantages of small business, improving small business manage- 
ment, modifying the tax laws in favor of small business and pro- 


2 Temporary National Economic Committee, Investigation of Concentration 
of Economic Power, Monograph No. 17, Problems of Small Business, 76th 
Congress, 3rd Sess., Government Printing Office, 1941; U. S. Department of 
Commerce, Bureau of Foreign and Domestic Commerce, 390 Bills, a digest of 
proposals considered in behalf of small business, 1933-1942, Gov’t. Printing 
Office, 1948; R. L. Weissman, Small Business and Venture Capital, Harper 
& Bros., 1945; Duke University, Law and Contemporary Problems, Vol. XI, 
Summer-Autumn, 1945, No. 2, Financing Small Business; Senate Committee 
Print No. 4, 77th Congress, 1st Sess., Small Business Bibliography, Gov’t. 
Printing Office, 1941; Committee for Economic Development, Meeting the 
Special Problems of Small Business, June, 1947; Board of Governors of the 
Federal Reserve System, Private Capital Requirements, Post-war Economic 
Studies No. 5, September, 1946; C. O. Hardy, and Jacob Viner, Report on the 
Availability of Bank Credit in the Seventh Federal Reserve District, Gov’t. 
Printing Office, 1935; U. S. Department of Commerce, Bureau of the Census, 
Survey of Reports on Credit and Capital Difficulties, Gov’t. Printing Office, 
1935; J. K. Butters and John Lintner, Effect of Federal Taxes on Growing 
aoe Graduate School of Business Administration, Harvard Univer- 
sity, b 
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viding through existing or new institutions greater accessibility 
to both loan and equity capital. 
Criteria 

In establishing criteria for measuring the availability of capital, 
it was recognized that the capital market mechanism serves 
an important economic function in allocating the flow of invest- 
ment funds to businesses and in denying access to funds to those 
businesses involving the poorest profit prospects and highest risks. 
No satisfactory argument can be advanced that every potential 
businessman should have ready access to the funds required for 
starting a new business. What businesses shall obtain capital? 
What shall be the test of proper form? What is reasonable cost? 
The conclusion was reached that small concerns in lines of business 
in which the efficiency of the small unit is recognized should not 
be denied access to capital because of special advantages in raising 
funds accorded big business or because of gaps in the institutional. 
machinery serving the capital market. 

It was recognized that small businessmen prefer to finance capi- 
tal needs through borrowed funds, since control is retained and the 
profit possibilities for the residual common stock are increased by 
trading on equity. No arbitrary judgment was passed as to the 
form in which funds should be made available, but it was concluded 
that both equity and borrowed funds should be available to small 
business, the conservatism of the proprietors and the conditions in 
the capital market. 

It was observed that costs for handling small loans and the loss 
ratios on such loans are higher than for loans in larger amounts. 
It was also noted that the costs of investigation and registration 
make small capital isues impractical. It was concluded, therefore, 
that an interest rate for small business which is “reasonable” 
should be related to the rates paid by larger concerns representing 
similar degrees of risk, but might be expected to be sufficiently 
higher to compensate the institutions serving the market for the 
higher costs involved. 


Survey of Availability of Capital, 1945-1946 
Distinction was made between the sources of loan and equity 
capital to California businesses. California’s large commercial 
branch banks are the leading institutions furnishing direct loans 
to business and in addition furnish loan accommodation to com- 
3 Board of Governors of the Federal Reserve System, op. cit.; Committee 


for Economic Development, op. cit.; U. S. Department of Commerce, 390 
Bills; Duke University, op. cit.; R. L. Weissman, op. cit. 
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mercial finance, small loan and industrial companies. It was found 
that the commercial banking system is well adapted and fully able 
to meet the indicated credit requirements in the state. Widespread 
branch banking contributes to uniformity of credit facilities in the 
various sections of the state. The leading position in the banking 
system of California of the world’s largest bank, with a banking 
policy of furnishing credit to any person of good character and 
proved ability, for any worthy purpose, and with branches in every 
community of importance in the state, has made California’s bank- 
ing system one particularly responsive to the credit needs of busi- 
ness. Analysis of the trends of business loans by three large branch 
banks in California in 1945 and 1946 revealed a rapid expansion in 
business loans of all types, particularly in the use of monthly pay- 
ment or term loans to new and small businesses. Detailed study of 
approximately 9,000 such loans outstanding in one bank in August, 
1946 revealed that these loans were typically in amounts under 
$5,000, matured in three years or less and were made to retail, 
service or small manufacturing concerns for purposes of business 
purchase or establishment of new business. Terms loans to small 
business are granted on a discount basis varying from 3 per cent 
to 5 per cent, representing the equivalent of annual interest rates 
of 5.7 per cent to 9.7 per cent.4 

Large national commericial finance companies, Morris Plan, 
industrial and small loan companies campete actively with com- 
mercial banks in the state in offering loan funds to small busi- 
nesses and represent an important auxiliary source of funds. 

The Reconstruction Finance Corporation maintains offices in 
San Francisco and Los Angeles and had authorized approximately 
1100 loans to a wide variety of manufacturing and service concerns 
totaling $371,814,000, as of June 28, 1946. Approximately 70 per 
cent of the number of loans authorized were for amounts under 
$50,000 and 90 per cent for amounts under $100,000. Loan policies 
of the RFC require that a businesss enterprise contact a commer- 
cial bank first, since it is the purpose of the agency to make loans 
only when accommodations through ordinary channels is not avail- 
able. The effect of the RFC lending activities is considerably greater 
than can be measured by the volume of loans made, insured, or 
guaranteed by the agency, since the existence of this additional 
source of business accommodation has the effect of liberalizing the 
terms and increasing the volume of funds actually loaned to busi- 

4P. F. Wendt, op. cit.; A. R. Koch, “Business Loans of Member Banks,” 


Federal Reserve Bulletin, March, 1947; D. McC. Holthausen, “Term Lending 
by Commercial Banks in 1946, “Federal Reserve Bulletin, May, 1947. 
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ness by other institutions. The prevailing rate charged on RFC 
guaranteed or insured loans in 1946 was 4 per cent. 


The Federal Reserve Bank of San Francisco has authority under 
Section 13b of the act to grant loans to established businesses for 
working capital purposes, with maturities not over five years. No 
applications were made to the Bank for loans under one million 
dollars in 1945 and only two applications were made during 1946, 
both for loans to be made by the Federal Reserve Bank in partici- 
pation with other banks. 


Veterans Administration guaranteed loans expanded rapidly in 
California in 1946, loan applications received in the Los Angeles 
and San Francisco regional offices of the Veterans Administration 
numbering over 1,600 a week during July, August and September, 
1946. Approximately 11 per cent of these loans were business loans, 
the balance being for real estate purposes. Loans averaged approxi- 
mately $3,500 and were granted to permit veterans to enter a wide ~ 
variety of businesses. Interest charges on G.I. business loans in 
1946 and 1947 could not exceed 3 per cent on a discount basis, 
equivalent to an annual rate of 5.7 per cent. Sufficient time had 
not elapsed to analyze loss experience on these loans. 


Previous studies of small business financial problems had empha- 
sized that investment bankers and investment companies, while 
providing important sources of both equity and debt funds to the 
large corporation, provide little or no assistance to small business. 
An informal survey was made in August, 1946 to learn the num- 
ber, nature and disposition of the requests for long-term capital 
financing in amounts under $200,000 which were directed to mem- 
bers of the Investment Bankers Association, California group dur- 
ing the first eight months of 1946. The results of this survey, 
summarized in Table 1, reveal that a substantial number of small 
businesses requested financing through investment banking chan- 
nels during this period but that the funds made available were 
negligible. The primary reason why the funds were not provided in 
most cases was that the amount requested was too small to be 
profitable to the investment firm. In other cases, reasons given by 
the investment bankers for refusing to handle the transaction were 
that the business was too venturesome, the management too inex- 
perienced, or that the terms on which the securities would be sold 
were unattractive to investors. 
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TABLE 1 
SUMMARY OF INQUIRIES DIRECTED TO THIRTEEN CALIFORNIA 
INVESTMENT BANKING FIRMS FROM JANUARY TO AUGUST, 
1946 IN AMOUNTS OF $200,000 AND UNDER.* 


Total Number of Inquiries ...............2.......2..200--+- 200 
Capital Provided 5 
Pending or Probable 10 
Capital Not Provided 185 

Form of Capital Requested 
Equity Financing 95% 
5% 

Purpose of Funds 
Establish New Business mS 10% 
Expand Existing Business 50%-60% 
Sell Established Business 30%-40% 

Type of Business 
Manufacturing 65% 
Mining and Extractive 20% 
Building Industry, Real 5% 
Airevalt, tation... 5% 


aData in this table are estimates resulting from personal interviews by the 
author with the firms receiving the inquiries. 


Because of the difficulty in raising funds through public sale 
of securities through investment bankers, small businesses in Cali- 
fornia typically raise funds by private sale of stock to owners, 
friends, relatives and the public. The Corporate Securities Act of 
California provides that no company may sell any securities of its 
own issue until it shall have applied for and secured a permit from 
the Commissioner of Corporations. The number of such permits 
issued in the state has varied between 200 and 500 per month for 
the past several years, but exceeded all previous records in 1946 
with an average of 780 per month for the first seven months of 
the year. Partial explanation for the high levels of permits issued 
in 1946 is found in assumption of the corporate form by many 
former partnerships owing to repeal of the Federal corporation 
excess profits tax. Analysis of a sample of permits issued during 
July and August, 1946, however, revealed that a substantial number 
of small manufacturing, trade and service enterprises raised capi- 
* tal in 1946 through private intrastate sale of stock issues. 


In addition to these securities sold through private sources, 
approximately 70 issues were sold to the public from January to 
July, 1946 under the authority of Section 3(b) of the Federal 
Securities Act of 1933, which exempts issues under $300,000 from 
the registration requirements of the Act, but requires filing of a 
letter of notification under Regulation A. These issues were offered 
only in California in 32 cases, while the balance of the offerings 
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were also made in other states. Approximately one-third of the 
issues were underwritten, although leading California investment 
bankers took part in only seven of the underwritings (the balance 
were underwritten by officers or directors of the corporations). 
The relatively small proportion of issues underwritten by invest- 
ment bankers reflects the high distribution costs for small issues 
sold through these channels. 


The formation of local investment companies has been a logical 
outgrowth of the activities of wealthy private investors who have 
furnished loan and equity capital to small or new local enterprises 
over a period of time. The Industrial Capital Corporation, Pacific 
Coast Enterprises Corporation and the Geneva Corporation are 
privately owned corporations formed in California in 1946 to 
assist the development of business on the West Coast by private 
financing. These corporations represent pools of private capital 
available for loans or for the purchase of equity securities of local 
businesses. The latter corporation with capital of $1,000,000 is 
authorized to purchase securities of listed corporations as well as 
to invest funds in new ventures. 


Applications to private investment companies in California for 
business financing probably exceeded 100 per month in 1946. 
Analysis of a sample of applications revealed that only a small 
proportion of the requests were accorded close investigation and 
that only a fraction of these actually received financial assistance. 
Private financiers are usually reluctant to furnish risk capital for 
new ventures, preferring instead to advance additional loan capi- 
tal with options to purchase stock to established concerns with a 
record of past performance and bright future prospects. Since the 
amount of capital available to private investment companies is 
limited in amount, these concerns seek outlets for their funds in 
enterprises having a particularly bright future. As one financier 
expressed it, “we take only the cream of the deals which come in 
to us.” The opinion was expressed by officers of private investment 
companies that the availability of additional capital to California 
private investment companies, through sale of preferred stock or 
debentures bearing low rates of interest to a public agency, would 
make it possible for them to finance situations which, at present, 
they are unwilling to consider because of the rather mediocre 
prospects for success. Private financiers interviewed were unani- 
mous in their agreement that lack of confidence in the manage- 
ment of small business was the principal reason for rejecting a 
large proportion of the applications for financing. 
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Summary 


The markets for loan capital as distinct from equity capital are 
sharply defined in California. The market for loan capital is char- 
acterized by a high degree of organization, large potential sources 
of funds, available locally and through national capital markets, 
and by active competition for loan business between the institu- 
tions serving the market. 

Large commercial branch banks are the leading institutions 
furnishing loan funds to businesses in the state. Commercial 
finance companies and other local lending agencies, with access to 
funds through commercial banks and through the national securi- 
ties markets, the Reconstruction Finance Corporation and the 
Veterans Administration supplement the activities of the com- 
mercial banks. 

Analysis of the trends in loans and loan policies of these agencies 
reveals a rapid expansion in the number and volume of business 
loans in 1946. California banks are looked upon as leaders in adap- 
ting the term loan to the needs of small business. Consistent with 
the greater expense in servicing loans to small business and a 
higher loss ratio, interest charges are higher than for loans by 
well established or larger corporations. 

The market for equity capital for the small enterprise in Cali- 
fornia is predominantly local and informal in character. Invest- 
ment bankers, who accupy a key position in furnishing equity and 
loan capital to large corporations, are an unimportant source of 
equity capital to the small concern. Equity funds are obtained 
through investment of the owners’ savings or by private sale of 
stock to friends, relatives and associates. Conditions in the securi- 
ties market were particularly favorable in 1945-1946 to the private 
sale of securities of small business corporations. 

The limited experience with the recently established privately 
owned investment companies in California indicates that, as pres- 
ently financed and operated, these concerns will finance a select 
few established concerns requiring additional permanent capital 
rather than any large number of new or venturesome enterprises. 
The aggregate volume of financing by private investment compan- 
ies in the state will probably remain relatively small unless pro- 
visions are made for adding substantially to the capital funds 
available to such institutions and improving the management and 
profit prospects for applicant concerns. 

Based on the data examined, it was concluded that most Cali- 
fornia businessmen of good character, with a record of proven 
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business experience, or its equivalent in training and education, 
and with fair prospects for success, were able to obtain loan funds 
in California in 1945-1946. The evaluation of existing facilities 
for furnishing equity capital is less positive. Businessmen of char- 
acter with ideas met with some difficulty in raising equity capital 
for promoting new ventures even during the years 1945-1946. 
Unsuccessful applications to investment bankers and investment 
companies indicated that substantial unsatisfied demand existed 
for equity capital for promoting new enterprises, even though 
private sales of securities in the State were at record levels. Sub- 
stantially higher availability of loan funds in the state encouraged 
debt financing by small businesses. 


Testing the Conclusions 


It was considered desirable to test the conclusions regarding 
the availability of capital to small businesses in the state in 1945- 
1946 by a series of personal interviews with small business con- 
cerns which had undertaken expansion in facilities or were newly 
established in 1946 in the San Francisco Bay Area. Consequently 
the author selected at random the names of 75 business firms re- 
porting proposed construction of new facilities in the Bay Area 
from the files of the California State Chamber of Commerce. Offi- 
cials of each of the concerns chosen were asked to comment upon 
any difficulties faced in raising needed capital. 

Since these concerns had already indicated intentions of plant 
construction, it was expected that the sample would be heavily 
weighted with concerns experiencing no difficulties. Few of the 
concerns reported capital difficulties. A substantial number raised 
equity funds from owners’ savings, while in other cases stock was 
sold to friends or relatives. Concerns in the machinery and print- 
ing lines, which require large permanent capital, experienced 
greater difficulties than other concerns. Most of the concerns raised 
capital by borrowing from banks, thus undergoing the risks of 
debt financing. 

The years 1945-1946 were most favorable to an examination of 
the functioning of the capital markets for small business, since 
private lending agencies were able and willing to expand loan 
accommodation, loan functions of government agencies had been 
recently expanded, personal liquid asset holdings were at record 
levels, securities markets were advancing and small businesses 
were operating at high profit levels. The economic effects of 
business prosperity were effective in ameliorating the capital prob- 
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lems of small business in 1945-1946. Deficiencies in the capital 
market machinery for small business will be more apparent during 
years of low profits and declining securities markets.5 


Proper planning should assure the availability of capital to small 
business under these conditions also. 


Proposals and Recommendations 


Formulation of a plan for state action in assisting small busi- 
ness requires consideration of the causes of small business finan- 
cial problems and current proposals for action on a national level. 
Most students of small business problems are in agreement that 
incompetent management lies at the root of most small business 
financial problems. It has also been demonstrated that the facilities 
for raising long-term loan capital and equity funds for small busi- 
ness are inadequate and that the incidence of Federal and State 
tax laws fall heavily on the small corporation. Monopolistic prac- 
tices by larger corporations make small business survival difficult. 
Most national proposals, therefore, are directed toward improving 
small business management by providing assistance through Fed- 
eral and local agencies, Federal Reserve Bank guarantee of com- 
mercial bank long-term loans to small business, the establishment 
of capital banks within the Federal Reserve System or elsewhere 
authorized to provide long-term loan and equity capital to small 
business, reform of the Federal tax laws by liberalization of the 
carry-forward provisions, reduction of business tax rates and elim- 
ination of double taxation of corporate income, and the strengthen- 
ing of fair competition.6 A broad program of Federal action along 
such lines would go far toward eliminating the necessity of state 
assistance. 

In the absence of early enactment of a broad program of Fed- 
eral action, it was recommended that the state of California take 
steps to improve small business management, to encourage the 
formation of and assist in the financing of small business invest- 
ment companies and to grant direct tax advantages to individuals 
investing in small businesses, small business corporations and 
investment corporations aiding in the financing of small businesses. 

It was noted from earlier studies that business guidance can 
most successfully be offered by the financing institution.? For this 
reason, it was recommended that the extension of business counsel- 

5 Committee for Economic Development, op. cit., p. 20. 

6 Committee for Economic Development, op. cit. 


7J. K. Wexman, “Financial Advice and Guidance for Smal! Business,” Law 
and Contemporary Problems, Vol. XI, No. 2. 
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ing service to small businessmen by commercial banks, private 
invesment companies and government agencies participating in 
small business financing should be encouraged. It was also recom- 
mended that the state Department of Education continue and 
extend its program of small business management education in 
leading universities and colleges of the state and that consideration 
be given to the establishment of university sponsored small- 
business management clinics. 


Two conclusions were fundamental to the recommendations for 
assisting in the financing of small business: 


1. The institutions and procedures for furnishing loan 
capital to businesses of the state were found to be ade- 
quate for present and anticipated future needs. 


2. Direct state investment of either loan or equity funds 
in new or small businesses was considered undesirable 
on the basis of previous experience, the high degree 
of risk of public funds and the possibilities of political 
abuse and maladministration. 


It was recommended, therefore, that the state of California author- 
ize the formation of approved, privately owned small business 
investment companies which would be authorized to advance both 
long-term loan and equity funds to small businesses. In order to 
encourage the financing of small businesses by such companies, it 
was recommended that a state agency be authorized to purchase 
obligations of such companies and that partial or total exemption 
from the California bank and corporation franchise tax be accor- 
ded them. 

Restrictions would be placed upon the operations of the invest- 
ment companies: to limit the capital invested in any single enter- 
prise, prohibit self dealing on the part of officers and directors, 
assure that uniform and adequate accounting records be main- 
tained and that periodic financial statements would be filed with 
the state, and limit the ratio of debentures each company would 
be authorized to sell to the state to the capital and surplus of the 
company. 

Enactment of the proposal for state financial assistance to pri- 
vately owned investment companies would require amendment to 
Article IV, section 31, of the state constitution which provides that 
the legislature shall have no power to give or to lend of the credit 
of the state to aid any person, association or corporation. 


Proposals for individualized tax treatment for small business in 
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California must be considered in the light of their effect upon the 
state’s revenues, the total business structure and the economic goals 
of full employment and expanding production. A general reduc- 
tion of all individual and business taxes and the elimination of 
double taxation on corporate income would assist both large and 
small business. Annual reports of the Franchise Tax Commissioner 
of the State of California indicate that the revenue yield to the 
state from the bank and corporation franchise tax, on business in- 
comes below $25,000 per year is small. It appears, therefore, that 
this tax on small business could be eliminated or modified without 
serious loss of revenue to the state. Because of the effects which 
changes in small business taxes might have on the state and local 
government revenue systems of the state, it was recommended that 
a special study be made of the effect of state and loval government 
taxation upon small business enterprises in the state to determine 
the extent to which burdensome taxes may be modified or elim- 
inated without serious effects upon other major goals of these tax 
systems. 

The financial problems of small business have received wide 
attention from economists, local business groups, Congressional 
committees and financial agencies. This has resulted in a swarm of 
proposals for solving the problem on a national and regional level. 
Wartime and postwar prosperity have dimmed the public cries for 
assistance to small business and dulled the responses of legislators 
and politicians. 

Small business is of particular importance to the state of Cali- 
fornia. The time is most appropriate for cautious consideration 
by the state of the future of small business in its economy, for 
establishing equality of competitive opportunity to both large and 
small businesses in the state, improving small business manage- 
ment and assuring the adequacy of financing institutions and facil- 
ities. 


EXPANDED COOPERATION BETWEEN COMMERCIAL 
BANKS AND FINANCE COMPANIES IN FINACING 
CONSUMER CREDITS 


By MILLER UPTON 
Northwestern University 


A rather novel method for financing consumer instalment credit 
was developed in the years just prior to the recent war but its 
growth was stunted and the full implications somewhat hidden by 
the ensuing war-disruptions. Its pronounced reactivation since 
the termination of hostilities, however, suggests that its use is 
destined to become much more prevalent and its bearing upon the 
institutional structure of our financial system is likely to be much 
more definite than might at first have been recognized. The core 
of the whole plan is based upon the financing of those specialized 
credit institutions which have in the past served the small-scale 
financial needs of individual borrowers through either direct instal- 
ment cash loans or the financing of instalment sales. But in order 
to appreciate fully the change that is involved and the real mean- 
ing of such as it may bear upon future developments, an under- 
standing of the traditional financial arrangements along with the 
details of this newer plan is required. 


Finance Companies Have Been Heavily Dependent Upon Bank 
Credit in the Past 


It is worth noting at the outset that the economic existence and 
functional character of specialized consumer credit agencies have 
been explained in many ways. Those reasons most often given 
are the incidence of particular economic historical fact, legal re- 
straints on banking practice, social prejudice, and institutional 
lethargy. Their presence is regarded by some both in and out of 
the commercial banking circle as an anomaly, since these individ- 
uals feel that the commercial banking institutions can and should 
serve all of the financial requirements of the community outside of 
the provision of fixed investment funds. Indeed, since practically 
the earliest beginnings of these specialized institutions there has 
been a very substantial amount of interdependence between them 
and the commercial banks. They have relied very heavily upon 
bank borrowings as a source of working funds, and the banks, in 
turn, have had access to a large quantity of very safe and profitable 
paper that would not have been forthcoming otherwise. 

In this connection a distinction must be drawn between sales 
finance companies and personal finance companies. The former 
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have made use of bank borrowings to an extent much greater than 
have the latter. The explanation that is sometimes offered of this 
fact is that bankers have been reluctant to look upon the receiv- 
ables of the latter with the same favor as sales finance receivables. 
But there is good reason to believe that in many cases the limita- 
tions on borrowings by personal finance companies have been 
self-imposed.2 


In treating of the leverage factor associated with the financial 
arrangements of sales finance companies, for example, a working 
rule-of-thumb of 3-1 is generally used. As with all such arbitrary 
standards, of course, it cannot be applied indiscriminately to indi- 
vidual cases. The borrowing power and desires of companies vary 
widely on the basis of many factors. Nor should this total leverage 
factor be construed as representing entirely bank credit. Both 
types of finance companies have made use of the security markets 
in disposing of long-term credit instruments and non-participating 
preferred stock. A recently-favored type of long-term financing 
medium is the so-called subordinated debenture. Some of the 
larger and better established companies have at times also relied 
rather heavily upon the sale of their unsecured notes in the open 
market. But regardless of the fact that some recourse has been 
had to sources of funds outside of the commercial banking sphere, 
the very great reliance of these specialized credit agencies, partic- 
ularly sales finance companies, upon the resources of said banks 
has nevertheless long been an accepted fact. Writing in 1931 Mr. 
Roy Foulke saw in this bank debtor position a condition which jus- 
tified the finance companies being considered “as an automatic buf- 
fer, as an intermediary between individuals or other borrowers 
whose credit standings are not high enough to deal directly with 
banks, and the banks with money to loan. The finance company 

1See E. A. Dauer, Comparative Operating Performance of Consumer In- 


stalment Credit Agencies and Commercial Banks, New York, National Bureau 
of Economic Research, 1944, pp. 43-44. 


2 See E. E. Schmus, Significant Phases of Consumer Instalment Financing, 
a pamphlet privately published and distributed by the author, who is Vice- 
President and Cashier, The First National Bank of Chicago, 1946, p. 18. 


3 For various studies dealing with the different sources of funds relied upon 
by finance companies together with the relative importance of each see J. M. 
Chapman and Associates, Commercial Banks and Instalment Credit, National 
Bureau of Economic Research, 1940, pp. 193-218; R. A. Young, Personal 
Finance Companies and Their Credit Practices, National Bureau of Economic 
Research, 1940, pp. 38-43; H. W. Huegy and A. H. Winakor, “The Financial 
Policies and Practices of Automobile Finance Companies,” Bureau of Business 
Research Bulletin No. 56, University of Illinois, 1938, pp. 37-38; and W. C. 
Plummer and R. A. Young, Sales Finance Companies and Their Credit Prac- 
tices, National Bureau of Economic Research, 1940, pp. 60-72. 
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is very much of a service institution with attributes supplementing 
those of a commercial banking institution.’’4 


The Traditional Bank-Finance Company Relationship 


This special functional description of a sales finance company 
probably contained more prophecy than factual description at the 
time. Under the ordinary bank loan arrangement which prevailed 
then and continues to this day a finance company is dealt with in 
the same manner as any other commercial borrower. Naturally, 
different ratios are used in the analysis of the credit worth, but the 
company is looked upon as an ordinary debtor. The loans may be 
secured by collateral trust certificates or represent straight unse- 
cured notes, the most customary arrangement in recent times being 
the latter. In either event the bank assumes the usual creditor 
position against the company, and the equity of the borrower serves 
as a buffer, in the words of Mr. Foulke, against losses in the receiv- 
ables acquired by the finance company. This protection may be. 
furthered in the case of collateral trust notes by the practice of 
lending only about 85 per cent of the face value of the consumer 
receivables pledged. And in the case of nearly all loans there is 
the usual requirement of a compensating balance. The amount 
loaned to any one company by a single bank may, in addition, be 
subject to the ten per cent limitation of the National Banking Act 
and to self-imposed limitations by the banks themselves based upon 
predetermined standards of credit safety. 

For this service the bank will charge a rate in keeping with its 
general policy and loss experience on commercial loans. This nicans, 
in effect, that no direct risk on the consumer paper is assumed by 
the bank, only that which accrues indirectly from the uncertainties 
associated with the successful operation of the finance company. 
This latter must in essence bear all the risk of loss on its own loans 
and must be compensated for such in the rate charged the con- 
sumer. It pays the bank a portion of this overall income only as a 
means of securing working funds from which it intends to earn a 
profit from the complete servicing of consumer financing needs. 


Evidence of Dissatisfaction With This Arrangement 


Recent developments in the field have signalled the fact that this 
significant debtor-creditor relation between finance companies and 
commercial banks does not entirely harmonize the basic forces at 
work. In spite of the interdependence of the two types of institu- 


4 R. A. Foulke, The Commercial Paper Market, The Bankers’ Publishing 
Co., 1931, p. 203. 
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tion under the loan arrangement, increasing attention has been 
given to the basic competitive struggle underlying their conjugal 
state. Rather than serve only as a source of working funds to 
independent institutions engaged in the granting of consumer 
credit, commercial bankers are coming more to look upon the direct 
servicing of consumer credit as their own responsibility and prov- 
ince. They see the profits growing out of the servicing and risk 
bearing of consumer financing as that which should rightfully 
accrue to them. And they claim inherent advantages which they 
maintain justify their assumption of the field. Their principal 
argument in this regard is to the effect that commercial banks 
enjoy an innate advantage because of their ability to create depos- 
its and thereby have ready access to loanable funds at a much lower 
cost than is available to the specialized consumer credit institu- 
tions.5 


These latter, on the other hand, point out that they are not held 
in check by regulatory restraints imposed by both legislative 
statute and administrative decree. Especially is such freedom of 
value in connection with the operation of branch systems, for 
branch operations may permit greater economies in the utilization 
of basic operating commitments, greater diversification of risks, 
greater stability of volume, and greater opportunity for experi- 
menting with various administrative policies with the consequent 
probability of being able to adopt improved methods in advance of 
competition and apply them on a full scale. Undoubtedly the inde- 


5 One writer, on the basis of this argument, has made the statement: 
“Largely because of the low cost of their loan funds, banks are in a position to 
make personal loans at a lower rate and on better terms than are most other 
agencies of consumer credit.” See H. C. Jennings, The Consumer in Commer- 
cial Banking, New York, Consumer Credit Institute of America, Inc., 1939, 
p. 135. The argument is applied with equal strength to the granting of both 
cash and sale credit. However, it is a decidedly controversial point. Many 
operators in the field maintain that this cost advantage is an illusion based 
upon inadequate cost accounting on the part of the banks. Many bankers, 
they maintain, fail to know their costs, and those who do fail to allocate them 
on an equitable basis to those funds employed in the consumer credit business. 
These bankers, on the other hand, counter by advocating the use of differential 
cost analysis under the circumstances. Despite these separate viewpoints, it 
does seem probable that what inherent advantage might exist to the commer- 
cial bank is bound to be small in view of the low rates charged by them to the 
specialized agencies. Especially is this a justifiable hypothesis when it is 
realized that for a bank to participate directly in consumer financing at the 
same risk borne when the indirect method of lending to finance companies is 
followed, the net worth of the bank would have to be increased to compensate 
for the loss of the finance companies with a resulting decrease in the amount 
by which the bank could trade on equity. For the purpose of this paper, 
though, it matters not that there is absence of unanimous agreement respecting 
the contention but rather that the existence of the belief among parties repre- 
sentative of both sides of the relationship encourages the development of tech- 
niques for reconciling the differences growing out of the assumed advantage. 
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pendent unit system of banking that generally prevails in this 
country has retarded bank participation in this field of credit as 
it has done in others.6¢ And for this reason, if no other, the finance 
companies feel that banks will never be able to supplant them. 
Rather than try to get directly into the field the banks should 
expand their credit lines to these specialized companies and relax 
their credit standards somewhat so as to increase volume. In 
further support of this argument the companies recall the very 
favorable experience on consumer instalment paper in the past. 


Details of a Recent Development 


Partially as a means of reconciling these conflicting interests and 
partially in an effort to promote the welfare of both institutions 
simultaneously by avoiding the usual limitations to volume under 
the straight loan plan, the two institutions in some special cases 
have in recent times entered into more cooperative relations under 


a form of discount agreement rather than a regular loan arrange- | 


ment. Originally the plan was developed to provide for the carry- 
ing of temporary excesses in volume and was therefore superim- 
posed upon the regular bank borrowings.? At the present time, 
however, there is a growing tendency for it to be used on a more 
permanent basis as a substitute for a straight loan. Both uses do, 
in fact, offer interesting possibilities, but it is the latter which pro- 
vides the more intriguing implications. 


The paper eligible for sale under this plan is generally limited 
to that which normally grows out of the consumer instalment 
financing activities of the company. Provisions are made as to 
acceptable security, duration of loan period, and the amount of the 
face value in relation to the market value of any collateral pledged. 
This latter precaution is made as a guard against overvaluation 
rather than as an attempt to provide for a margin of safety. The 
paper acquired is most often purchased by the bank on a nonre- 
course basis, but in some cases it has been found that the finance 
company will go along on a recourse arrangement. This latter, 
however is the exception. 


Even when the agreement is nonrecourse it does not mean that 
all of the risk is shifted to the bank. Under a separate provision 


6 See, for example, J. M. Chapman & Associates, op. cit. pp. 235-36. 
Although it cannot be cited as a conclusive point in this regard, it is interesting 
to note that those banks which have gone most heavily into direct consumer 
credit are located in states permitting branch banking or in concentrated 
metropolitan centers, as witness the Bank of America and the National City 
Bank of New York. 


7E. E. Schmus, op. cit., p. 10. 
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a special reserve account is established for the benefit of the finance 
company at the time the obligations are discounted by the bank. 
Thus, the bank credits the finance company for the full proceeds in 
two separate accounts. One is the regular checking account; the 
other is the special reserve account against which withdrawals can- 
not be made. This latter may vary in size according to the type of 
paper discounted, the established nature of the finance company 
and its credit policies, and the particular attitude of the bank, but 
it will be found to range at the present time roughly between 8 and 
15 per cent of the total unpaid balance of the notes discounted. 


This special reserve is used for a number of purposes. Its prin- 
cipal use, however, is to absorb the full amount of any unpaid bal- 
ances of loans in default. What constitutes a default for this pur- 
pose is necessarily strictly defined in terms of the number of days 
a payment is overdue. Deficiencies growing out of the resale of 
repossessed chattels are also charged to the account, as are rebates 
on prepaid loans and the interest payable to the bank. Subsequent 
collection on loans previously charged off, on the other hand, are 
credited to the benefit of the finance company through this reserve, 
and payment made to the company by the bank to cover the costs 
of insurance incurred by the former are charged to the reserve. On 
a predetermined date, usually every three months, the amount of 
the reserve is related to the aggregate of unpaid balances outstand- 
ing on loans discounted under the agreement and any excess over 
the accepted percentage becomes payable to the finance company. 
In the event of termination of the agreement a certain amount of 
the reserve is withheld by the bank until all of the obligations have 
been paid off and all of the responsibilities of the finance company 
to the bank under the terms of the contract have been fulfilled. 


It is clear that although the terms of the agreement specify non- 
recourse the effect of this special reserve provision is to shift the 
risk of losses back to the finance company. The latter for all intents 
and purposes still shoulders the risk, while the bank acquires direct 
ownership of the loan instruments. In this connection it is inter- 
esting to note that the bank is usually entitled to dispose of the 
obligations secured under the agreement in any manner it so de- 
sires and that any deficiency in the proceeds from such disposition 
is chargeable to the reserve. It would seem from all of this that 
the bank stands to share in the risk factor only if the size of the 
reserve provided is inadequate for its needs, a contingency which 
does not seem to be very real so long as general business conditions 
do not suffer a catastrophic setback and banks persist in keeping 
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the reserve ratio at present levels. Should there be experienced 
unusually high losses as a result of generally depressed business 
conditions, the bank might be called on to shoulder part of the bur- 
den, thereby reciprocating in offering a buffer to the equity inter- 
ests of the finance company in time of stress. However, if the loss 
experience of the past can serve as any indication of what may be 
expected in the future, present reserve requirements should be 
more than adequate to forestall any such contingency. It goes with- 
out saying that satisfaction on the part of the bank with the gen- 
eral administration of the finance company is definitely acquired. 
Just as in the case of an ordinary partnership agreement, confi- 
dence in the moral and financial integrity of each partner to the 
others is of the essence. 


This discussion leads to a consideration of the separate responsi- 
bilities of the parties to the contract. As has been suggested, the 
“partnership” duties of the bank are almost wholly restricted to 
' the provision of funds. Through constant improvements in the — 
plan, however, this single contribution has come to assume quite 
significant proportions. Arrangements have been worked out 
which have the effect of creating an almost “automatic” flow of 
funds to the finance company up to a definitely established level. 
The reserve provision, however, offsets this benefit to a certain 
extent by withholding from the company liquid resources which 
would otherwise be available out of the current collections. The 
actual seriousness of this constricting feature will depend upon the 
relation of the size of the special reserve to the size of the net 
profit. The larger the former in comparison with the latter, the 
more rapidly the company’s working funds will become tied up in 
the reserve. Once volume and the reserve have been built up to a 
reasonably stationary limit this loss of regular liquid receipts will 
cease to occur, but the company thereupon will have represented 
in the accumulated reserve what amounts to a fixed investment in 
the sale plan. The bank, however, for its part covenants to accept 
all paper presented to it by the company and its branches, provided, 


of course, said paper conforms in every way to the specifications 
mentioned above. 


The finance company, on the other hand, still maintains its spe- 
cialized and experienced organization intact for the performance 
of the regular functions entailed in the granting of consumer in- 
stalment credit. The branches and head office continue to receive 
payment on the notes discounted. They assume responsibility for 
collection efforts in connection with delinquent accounts. Repos- 
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sessions, repairs, and resales, where such are a part of the regular 
operating routine, all remain the province of the finance company. 
Even the distribution of proceeds from the sale of repossessed 
articles as well as decisions with respect to legal action to be taken 
on specially difficult cases are matters for the company’s operating 
staff. The operations of the company are in no way changed by 
the agreement, but the administrative problem of financing the 
operations is relieved by shifting part of the responsibility to the 
bank. Within the limits of the agreement the bank provides the 
money to be loaned out and the finance company provides the 
knowledge and organization for lending it. 

To promote as smooth a functioning of the arrangement as pos- 
sible certain subsidiary working agreements are provided. The 
finance company necessarily makes representations and warranties 
with respect to the goodness of the loan instruments and security 
documents. Furthermore, the company agrees to provide the bank 
with a counterpart of the ledger sheet on each loan, a schedule 
showing the face amount of each note together with its breakdown, 
and any information that it may have respecting each loan or may 
secure from time to time. The bank, in turn, agrees to provide 
the company with a current record of charges and credits made to 
the reserve account and to notify the company of any intention to 
sell obligations to a third party. No change in documents used by 
the company will be made without the approval of the bank. 


In view of the relatively limited contribution of the bank to the 
total operations it is to be expected that its participation in the 
total finance charge is small. However, this participation is quite 
adequate from the bank’s standpoint when compared with earnings 
on other investments and sometimes amounts to slightly less than 
twice the rate that would be charged the company under a straight 
loan. Also, the semi-automatic operation of the plan offers the 
possibility of a volume and economy which could be very profitable. 
The finance company, because of the reserve provision, may not 
have access to its participation in the earnings immediately, but 
in the end it will receive the same sum that would be forthcoming 
were bad debt expense borne directly and no reserve established. 
It may even be protected by the bank’s equity in the event losses 
exceed the reserve fund, but for reasons already presented, this is 
not a likely situation. 
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Implications of This Development on the Institutional Structure 


On the basis of these functioning details the question is auto- 
matically faced as to why this sale plan is used in place of regular 
bank credit lines. To the extent that it is superimposed upon the 
straight borrowing structure and availed of only as a means of 
financing the most volatile segment of volume it might simply be 
regarded as an improvization to cope with temporary conditions. 
But if it is used as a substitute for the other arrangement, relative 
merits must be taken into account. A definite advantage of the 
plan from the standpoint of both parties is that it effectively avoids 
the statutory limitations associated with bank loans to a single 
borrower and thereby relaxes the borrowing restraints somewhat. 
In this manner also it may provide certain advantages to the com- 
pany in reducing the number of banks relied upon and simplifying 
the problem of securing adequate creditor sources. 


This concentration of dependence, on the other hand, may have © 
certain disadvantages of its own. Reliance upon community banks 
in the area in which the company operates may be a source of pub- 
lic goodwill. Also, by spreading credit lines over a large number 
of banks the company is in effect insuring itself against becoming 
too dependent upon a few institutions which could thereafter exer- 
cise too much coercion. Probably the greatest source of expanded 
availability of working funds, however, exists not in the circum- 
venting of statutory restrictions or in concentrating relations with 
a few key banks but in the voluntary relaxing of ratio standards 
by the participating banks. Under the sale plan it is customary 
to find the bank willing to rely upon a net equity proportion on the 
part of the finance company of two-thirds or one-half of what is 
required under the straight loan plan. One reason for this is that 
the bank is protected by the direct ownership of the individual con- 
sumer loan instruments. The bankers feel that such direct owner- 
ship combined with the possession of a duplicate of the ledger sheet 
on each loan makes for much greater control over the credit ex- 
tended than is possible under a secured or unsecured loan. Although 
the individual borrower does not pay directly to the bank his means 
of payment must be forwarded to the bank by the finance com- 
pany, a detail which provides for a degree of control not possible 
under a collateral trust note. Then, too, should the company become 
insolvent, the bank has its protection without resorting to the 
expense and bother of legal formality. Another and possibly more 
important reason for the lower equity requirement, however, is not 
dependent upon any particular attribute of the mechanics of the 
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plan itself. Instead, a different attitude on the part of bankers as 
to reasons for participating in the plan seems to account largely 
for the accepted charge in standards. 

Bankers who look upon the arrangement only as a supplementary 
method for providing funds to the finance company will decry this 
voluntary relaxation for they maintain that the resulting impetus 
to consumer credit expansion might very easily result in reckless 
administrative policies on the part of these specialized credit agen- 
cies. But those to whom the plan is an alternative to complete 
assumption of the consumer financing function will be willing to 
accept the greater risk involved in order to participate more 
actively in the field of consumer credit than is possible under the 
commercial loan setup. These bankers, in other words, do not 
look upon such voluntary relaxation as a rash disregard for estab- 
lished credit standards. Rather, they see in it an opportunity to 
profit from an extension of their lending sphere to that of con- 
sumer needs without having to undergo the extended and costly 
preliminary tasks of constructing the necessary operating organi- 
zation. 

In keeping with the higher cost to the finance company, it must 
follow that this institution will be granted in turn access to a larger 
amount of funds. Otherwise, the company could only afford to use 
the plan in times of temporary need, in which case the excess cost 
would constitute a penalty rate. If the volume of funds made avail- 
able to the company, on the other hand, is increased, both parties 
to the agreement stand to benefit. The bank profits by expanding 
its lending power to a new field, and the finance company has its 
own profits protected by increased trading on equity. If the argu- 
ment is sound that banks enjoy an innate advantage due to their 
exclusive privilege to create deposits against which a means of pay- 
ment may be drawn, this plan may effectively reconcile the com- 
petitive differences of the two institutions by providing for func- 
tional specialization. The bank could come to assume exclusively 
the precise financing responsibilities of providing money and 
assuming ultimate risk, and the finance companies could come to 
provide only the detailed organizational structure and “know-how” 
required in the extension of credit in this specialized field. 

Under these circumstances bank management is faced not only 
with the problem of whether or not to engage in consumer instal- 
ment financing but also with the decision of how best to proceed to 
participate in this specialized field once such a choice is made. By 


relying upon the existing finance company operations through the 
8 E. E. Schmus, op. cit., pp. 10-11. 
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sale plan, the bank is offered the services and advantages of a 
branch organization already skilled in the techniques of obtaining 
business and attending to the tedious duties associated with receiv- 
ing instalment payments and making collections on delinquent 
accounts. The bank is even relieved of any ill-will or social stigma 
that may be attached to the more onerous tasks of repossing chat- 
tels and dunning slow payers. True, it may conceivably sacrifice 
additional profits represented by the net earnings of the finance 
companies, but even if banks do enjoy an innate institutional ad- 
vantage, it is doubtful that many of them could ever effectively 
compensate for the finance company’s advantage accruing from 
branch operations. Also, the generally accepted efficiency of 
specialization could well operate to the mutual profit of both organ- 
izations. Assumption of the finance company’s functions would 
not necessarily guarantee realization of its profits. In essence what 
the arrangement represented by the discount agreement as inter- 
preted above does make of the finance company is an institution — 
analogous to the commercial paper house. 

There are basic differences between the functions performed by 
finance companies under the sale plan so construed and commer- 
cial paper houses, but these differences for the most part are based 
upon the separate characteristics of the obligations handled by 
each. Consumer instalment credit requires much more detailed 
supervision than does the unsecured single-pay type of commercial 
credit. Also, the notes sold by commercial paper houses are very 
similar to those growing out of direct loans by banks, so that the 
regular organization of a bank is well qualified to service the com- 
mercial notes secured indirectly, while a special organization would 
have to be established to service consumer instalment notes. The 
finance company, therefore must do more than merely create and 
dispose of consumer instalment notes; it must assume responsi- 
bility for all of the operational details growing out of such. Even 
the granting of consumer instalment credit involves a knowledge 
and technique different from that of commercial credit so that 
although the bank purchases from both dealers on a nonrecourse 
basis, in the case of commercial paper houses this limitation of 
liability can be real.® But in the case of finance companies under 


® Greef says of commercial rex. houses in this regard: “Only in excep- 
tional cases are notes endorsed by dealers in any other manner (2.¢., without 


recourse); for dealers ordinarily do not assume the responsibility of guar- 
anteeing the payment of the paper they sell, though they do guarantee, im- 
licitly at least, that the signatures on all notes they handle are genuine and 
at all such obligations are what they purport to be.” A. O. Greef, The 
Commercial * af House in the United States, Harvard University Press, 
1939, pp. 224-25. 
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the reserve-withholding device the limitation must remain only 
partial. For it to be otherwise, the bank would have to be able to 
pass upon the credit worth of each note discounted, and assumption 
of this responsibility would necessitate a completely separate 
department and personnel force. Some banks using the plan may 
handle it through their regular personal loan departments, but by 
relying upon the reserve provision for protection they need only 
make cursory periodic audits of the company operations to satisty 
themselves that proper credit policies are being followed and in 
this way handle a very large volume of business with a small staff 
of their own. 


The greater number of operational responsibilities assumed 
by finance companies under the discount agreement is therefore a 
matter of expediency; in essence it assumes the character of an 
independent investment dealer, the same as a commercial paper 
house, serving the commercial banking fraternity in its acquisition 
of a specialized type of earning asset. Commercial paper houses 
are generally justified on the grounds that restrictions to branch 
banking have made it desirable for specialized intermediaries to 
provide the channel by which unused banking resources may be 
guided to legitimate unsatisfied needs for short-term financing.1° 
This is not the only justification for the existence of specialized 
finance companies on a dealer basis, however; the distinct prob- 
lems associated with the granting of consumer instalment credit 
also necessitate a separate functional organization. For the banks 
to make use of only the branch attributes of the finance companies, 
they would have to duplicate the greater portion of the organiza- 
tional structure of these companies. 


Concluding Remarks 

It is certain that use of the sale plan as a device for securing 
working funds on a permanent basis offers several disadvantages. 
It is not a panacea for the ills facing the respective institutions or 
the industry. Some bankers will still want to dispose of this 
“unnecessary middleman” and go direct to the consumer, or they 
will simply view the plan as a dangerous device for circumventing 
established standards. Finance company executives, on the other 
hand, will disallow the claim that banks enjoy an inherent competi- 
tive advantage and that the companies will be forced to limit their 
activities and their profits to those associated only with the acqui- 
sition and servicing functions. They will be wary, furthermore, 


10 A. O. Greef, ibid., p. 412; and C. A. Phillips, Bank Credit, New York, 
The Macmillan Co., 1931, pp. 139-141. 
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of concentrating too much dependence upon a few key commercial 
banks. They look with favor upon the relative independence and 
community goodwill that extensive recourse to bank credit lines 
affords, and they will hesitate to sacrifice the benefits of a straight 
loan arrangement for an uncertain operating gain or because of a 
fragile economic philosophy. 

Whether or not the plan exists primarily as a means of financing 
temporary excess volume or has developed on a more permanent 
basis in answer to the inadequacies of traditional arrangements is 
undoubtedly difficult to judge under present circumstances. The 
present-day expansion of consumer instalment credit may simply 
be magnifying its importance, and when conditions are again more 
settled it may return to a relatively obscure position. To the writer, 
however, there appears to be much more substance in its makeup 
than this. Its development has been too closely linked with the 
increased participation of commercial banks in the consumer instal- 
ment credit field to be regarded as mere coincidence. Rather it - 
seems to be the natural outgrowth of the shifting pressures of 
unsettled economic forces. Here as in other situatiuns in the past 
the business man, being the medium through which these forces. 
find expression, has attempted to reconcile the conflicts and incon- 
sistencies of existing conditions through the application of his 
ingenuity. But in like fashion, the ultimate adequacy of the plan 
as a substitute for the straight loan arrangement as well as its 
practical effectiveness in constituting functional specialization 
among the separate financial institutions of the present day will 
only be judged effectively by its adaptability to the shifting pres- 
sures of the future. 
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DEMOCRATIZING MONEY 


By VALDEMAR CARLSON 
Antioch College 


Technological developments are as clearly evident in the field of 
money and credit instruments as they are in the field of manufac- 
turing. A coin collection in a large museum will show the develop- 
ments in the making of coins. But what the museum will not show 
are the functional changes, how a full bodied coin became a token 
coin with value in exchange greater than its metallic content, how 
paper money has replaced coins, and finally how bookkeeping 
entries, sometimes referred to as deposit currency, have replaced 
both coins and paper money. 


Adam Smith referred to paper money as a highway through the 
air. Adam Smith, it is true, with his distrust of both the integrity 
and competence of governments doubted that the full economy of 
paper money could be achieved. Nevertheless, governments since 
his day have generally abandoned the pretence of trying to regu- 
late the value of money by the free purchase and sale of the pre- 
cious metals. Rather it is true that gold and silver have their values 
determined as a part of the total monetary policy of a country. 
Hence, these metals have a higher value than the commercial 
demands would justify; their use as a kind of collective amulet in 
both the national and international economy constitutes the out- 
standing demand for the metals, particularly for that of gold. 


Checkbook money, as we observed, is the latest development in 
the technology of money. If paper money can be called a highway 
through the air, checkbook money can be compared to telepathy. 
For by means of deposit currency money can be transferred with 
the payer not moving from his desk. True, letters must be deliv- 
ered but that process is undertaken as an organized business and 
dozens of letters containing checks can be delivered by a single 
letter carrier, saving the time and effort of as many people who 
are seeking to pay their bills. The use of deposit currency as a 
method of transferring funds is well nigh universal in business. 
Indeed, it would be difficult to imagine the magnitude of business 
operations existing in this country without the service of deposit 
currency. The efficient transfer of funds through the use of deposit 
currency can be compared in economic importance to the physical 
allocation and distribution of goods through the network of rail- 
roads. The use of checkbook money is much less common among 
individuals. According to the National Survey of Liquid Asset 
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Holdings,! only 34 per cent of the spending units in the United 
States have checking accounts. 

True, deposit currency is frequently not designated as money. A 
definition such as “Money is any medium of exchange which passes 
freely between persons without endorsement’? denies the designa- 
tion of money to deposit currency. But the concept of money can 
scarcely have any operational value in the solution of economic 
problems if deposit currency is not included. At any rate, the 
writer is convinced that the distinction between checkbook money 
and government paper currency and coins has little or no economic 
significance. 

As a labor-saving device, checkbook money can be compared to 
the telephone and is as clearly superior to paper money or coins as 
the telephone is over personally delivered messages. That is not 
to deny that upon occasion we will wish to transact business face 
to face rather than to employ the telephone. Similarly, upon occa- 
sion we may find it desirable or expedient to use coins or paper 
money when shopping or paying bills. There are some people who 
choose not to have a telephone even when they can afford one, but 
it is safe to say that the cost is the deterrent in most instances. 
Similarly it is safe to maintain that people do not have checking 
accounts because of the cost. For the choice between using deposit 
currency or government paper money and coins is not free. Our 
government accepts as a necessary part of its function the main- 
tenance of circulating coins and paper without cost to the user. 
But this is not so with checkbook money. Deposit currency is under 
the control of privately owned and operated commercial banks and 
the cost of providing the service is generally paid for by the user. 

It needs to be emphasized that banks cannot be expected to trans- 
fer deposits and to manage the checkbook money of the country 
unless they are compensated for the expense. With the plethora of 
liquid funds available and the secular decline in the rate of interest, 
a deposit account, particularly if it is small or fluctuatingin amount, 
cannot compensate for the expense of clearing checks. It is clear 
that commercial banks cannot be expected to transfer purchasing 
power unless they are adequately compensated. Quite justifiably 
banks in general have imposed service charges to cover the cost of 
transferring credit. 

Although banks are entirely within their rights in imposing a 
charge for managing our most important form of money, we can 


1 Published by the Bureau of Agricultural Economics, Washington, D. C., 
June, 1946, Part One, p. 6. 


2 Garver and Hansen, Principles of Economics, Boston, 1928, p. 318. 
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legitimately raise the question whether we should leave the control 
of our money in the hands of private enterprise. The United States 
Constitution states that Congress shall have power “to coin money 
(and) to regulate the value thereof.” Since the application of this 
power has led to the issue of coins and paper money without cost 
to the citizens, it can legitimately be assumed that Congress has the 
further duty of extending these same advantages for citizens when 
they wish to use deposit currency. 


It can be accepted as axiomatic that the latest technological 
devices should be made available to as large a section of the 
population as possible. Certainly it was an important step for- 
ward when by assembly line technique and by streamlined market- 
ing methods Henry Ford made the automobile available to the mass 
of the people. Similarly, it would appear that a larger section of 
the population should be able directly to get the benefit of the 
economy of checkbook money than is now the case. However, so 
long as the cost of providing this kind of money is imposed upon 
private enterprise its use will be severely restricted. Our govern- 
ment is put to considerable expense in keeping paper money and 
coins in circulation. It is a cost which no one can begrudge. But 
this expense after all is like public maintenance of bridle paths and 
footpaths in an automobile age while the care of streets is left to 
private enterprise. No objection should be made to public main- 
tenance of places for pedestrians to walk and equestrians to ride 
but a more important function should not be completely overlooked. 


Would it be necessary to socialize banking in order to broaden 
the use of deposit currency? The writer does not think so. If 
banking is socialized, it should be done on grounds other than the 
necessity of conferring to the mass of the people the advantages 
of an economically developed form of money. However, by means 
of subsidy the banks could be compensated for the cost of servicing 
their demand deposit accounts. Under such a provision every 
spending unit could maintain a deposit account and write checks 
upon it. The program of making available deposit credit to a 
larger number of people resembles in some ways the food stamp 
plan which operated very successfully before the war. Through 
the utilization of the existing marketing mechanism the Federal 
government was able to have distributed economically and expe- 
ditiously surplus foods to families on relief. In subsidizing banks 
for the cost of maintaining deposit accounts the existing mechan- 
ism of banking would be used. No disturbance or change in the 
existing efficient banking system need take place. The only result 
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would be an expansion of banking facilities and the use of deposit 
currency by a larger number of people. 

Banks would find themselves earning no less profit. Indeed, their 
profits would probably increase since with government subsidy of 
deposits their business would increase. The country as a whole 
would gain in saving the time of people who must spend their 
energies in paying bills because they cannot afford a checking 
account. The social gains would be substantial and real. People 
would be relieved of the responsibility and risk of carrying large 
sums of money with them and at the same time could save much 
time in paying their bills. 
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